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BonNN & WILKINS, CHARTERED :

805 North Second Street -
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Eugene O. Duffy

O'Neil, Cannon & Hollman, S.C.

Suite 1400, 111 East Wisconsin Avenue
Milwaukee, Wisconsin 53202-4803
(414) 276-5000 ‘
Wisconsin Bar No. 1015753

Attorneys for Plaintiffs
IN THE SUPERIOR COURT OF THE STATE . OF ARIZONA
IN AND FOR THE COUNTY OF MARICOPA

ESTATE OF HELEN H. LADEWIG, on No. TX 97-00075
behalf of itself and the class of all persons in
the State of Arizona who, during any one of the .
years 1986 to 1989 paid income taxes to the PLAINTIFFS’ COMBINED MOTION
State of Arizona on dividends paid by "FOR AN ORDER DETERMINING THE
corporations whose principal business was not- | DEPARTMENT’S LACK OF STANDING
attributable to Arizona, et al., TO CONTEST CLASS COUNSEL’S
COMMON FUND ATTORNEYS’ FEE
Plaintiffs, . AWARD

Vs, . o : - .AND -

ARIZONA DEPARTMENT OF REVENUE MOTION IN LIMINE
and its Director, in his official capacity, ’ ' :
_ . (Assigned to the Honorable
Defendants. Paul A. Katz)

Plaintiffs, by and through their counsel undersigned (“Class Counsel™), hereby move this |
Court for an Order ruling that the Department of Revenue (the “Department™) has no standing
to contest Class Counsel’s common fund attorneys’ fee award, and f'urizher precluding the
Department and its counsel from offering evidence or otherwise participating in the hearing on
Class Counsel’s Motion for a Common Fund Fee Attorf;eysi Award set for December 16, 2002.

After doing everything in its power to deny class members refunds for nearly 12 years, the
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Department now seeks to justify its interference in a fee award it is not paying by claiming this
Court will “need” the Department’s input to ensure the “reasonableness” of the award thereby

protecting the class members from their own attorneys who made the refunds possible. See

Department’s “Motion to Set Deadline to Substantiate Attorneys’ Fee Request” (the “Motion™),
“atp. 3. In the words of the former Chief Justice of the Arizona Supreme Court, Thomas Zlaket,

the Department’s asserted “justification” is “ludicrous.” Another highly respected expert in this
field, Professor Charles Silver, considers it “laughable.” In any event, the Depaftment is
precluded from contesting Class Counsel’s fee award for at least four separate reasons, any one
of which is dispositive. .

First, the Department agreed in the Stipulation of Settlement (the “Settlement”) that Class
counsel is entitled to areasonable fee. The Director ofthe Department has publicly admitted the
fee requested by Class Counsel is in fact “fair.” Thus, there is no longer any potential factuél
basis for the Department to be heard, even if Arizona law afforded it standing, which it does not.
Arizona law precludes either a party or an attorney from challenging a fact that has already been
conceded, and the Department and its counsel’s insistence on interfering after its own Director
has admitted the requested award is “fair” reveals the Department’s real motive here — to drive
the fee award as low as possible by any means possible. :

Second, less than two years ago the Arizona Court of Appeals considered the Department’s }
standing argument in another tax refund case, Kerr v. Killian, 197 Ariz. 213, 3 P.3d 1133 (App.
2000) (Kerr IID), and, like the majority Df other courts that have considered the question,
squarely rejected it. Review was denied by our Supreme Court on December 5, 2000. Thus, |
both Arizona law and principles of collateral estoppel flatly preclude the Department’s claim of !
standing here. | .

Third, the Department’s attempt to interfere in the relationship between Class Counsel and
their clients is ethically improper. AsMr. Zlaket explains in his Report, which is attached hereto
as Exhibit “A,” it would not be ethically proper for the Department’s attorneys to participate in

the process of awarding fees under the circumstances of this case. Furthermore, the Attorney
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General, who represents the Department, cannot now purport to also represent the taxpayefé’
interests even if her client had standing, which it does not. Stated another wéy, even if the
Department could somehow suddenly change hats and assume the role of the “protector” of the
class, its lawyers, the Attorney General’s Office, cannot represent two chents whose interests
are in direct conflict. |

| Fourth, as Professor Charles Silver, a nationally-renowned expert on class actions and due

process, explains in his Declaration (attached hereto as Exhibit “B”), the Department’s

interference in the relationship between Class Counsel and the class members is designed to

create conflicts that are simply not permitted under the Supreme Court’s current pronouncements
on due process and class actions. In fact, allowing the Department to interfere here, after a class |

has been certified, a settlement preliminarily approved and notice already sent would violate the

Settlement into serious question.

For all of these reasons, this Court should rule the Department has no standing to be heard
on Class Counsel’s Motion for a Common Fund Attorneys’ Fec Award and should preclude the
Department and its counsel from offering evidence or argument at the hearing on that Motion
set for December 16, 2002. This Combined Motion is supported by the following Memorandum |
of Points and Authorities, the exhibits thereto (including the Declaratiori of Randall D. Wilkins,’
attached hereto as Exhibit “C™) and by the Court’s entire file herein. '

RESPECTFULLY SUBMITTED this 31* day of October, 2002.

BONN & WILKINS, CHARTERED
O'NEIL, CANNON & HOLLMAN, S.C.

1)) 2 ooy O OO,

Paul V. Bonn, Esq.
Randall D. Wﬂkms Esq.
D. Michael Hall, Esq '
Eugene O. Duffy Esq.
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MEMORANDUM OF POINTS AND AUTHORITIES
I. THE DEPARTMENT AND ITS DIRECTOR HAVE ADMITTED THAT CLASS COUNSEL’S FEE
REQUEST 1S FAIR, AND THUS NEITHER THE DEPARTMENT NOR ITS ATTORNEYS CAN
CONTEST THE ISSUE FURTHER, WHETHER THE DEPARTMENT HAS STANDING OR NOT.
A critical development occurred in this case which now avoids the necessity of addressing

the Department’s assertion of standing. At the last status hearing, the parties and the Court

discussed the resolution of the Department’s Motion, which seeks to impose a host of improper

discovery duties and related deadlines upon Class Counsel. However, the evening before that
hearing the Director of the Department, Mark Killian, who is also a party in this case, appeared
on KAET Television’s “Horizon” program to discuss this case. During the course of his

interview, Mr. Killian unequivocally admitted the amount sought by Class Counsel, 12%, was

“fair:”
Moderator: $30 to $40 million in attorneys’ fees. Do I understand this
correctly?

Killian: That’s correct.

Moderator: Is that under advisement by the judge?

Killian: The mediator between the state and the plaintiff’s attorneys
has made a recommendation of not more than 12% on the
attorneys fees. And that’s something that the judge will have to
decide whether he wants to accept. In other tyEes of cases, e
class action lawsuits, you’ve seen pa%outs being as high as 33%.
So from a fiduciary standpoint, we think 12% is fair, but we’re

oing to leave it up to the judge to decide whether he wants to
ower that or not.

Moderator: Because that sum, whatever that sum may be, is deducted actually
from the corpus of the refund amount, roughly $350 million?

- Killian: ' That’s correct. The administration and the legal fees come out of

that $350 million. ,
A true and correct copy of the program transcript, downloaded from KAET’s website, is
attached hereto as Exhibit “C-4.” A true and correct videotape copy of the program is also
enclosed with the Court’s copy (only) as Exhibit “C-5" for the Court’s review.

Upon confirming the Department’s binding admission, Class Counsel made demand on
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both the Department and the Attorney General that they ceaée any further efforts to interfere

with the fee request, pointing out Arizona law absolutely precludes an attorney from denying a

Plumbing & Fire Protection, 177 Ariz. 316, 868 P.2d 329, 334 (1993) (attorney violates Rule
11 by denying a claim without a valid reason.) A true and correct copy of Class Counsel’s
the Department’s attorneys responded, refusing to drop their interference despite their client’s
binding admission, in violation of their duties to this Court and their profession. A true and
correct copy of the response letter is attached hereto as Exhibit “C-7.” Significantly, the
response did not dispute the Director’s admission nor seek to qualify it.'

As a result of this party admission, which is binding on both named Defendants (for
example, Mr. Killian is the official who signed the Stipulation of Settlement on behalf of the
Department), it is now readily apparent there is no Ioﬁger even a colorable reason for the
Department to further contest Class Counsel’s fee request, evenifthe Department had standing,
which it plainly does not. As the Director put it, Class Counsel’s request for a fee award equal
to 12% of the common fund they created is “fair.” To the extent the Department continues to
seek to be heard here, it simply confirms the fact that the Department (or its attorneys) are

pursuing an improper ulterior motive, which is ethically improper and must not be allowed.

'The Attorney General’s conduct in this case is especially troublesome given the Attorney
General’s position 1n prior cases where it was entitled to a common fund fee award. For
example, Class Counsel confirmed with lead counsel in the Petroleum antitrust case, a common |-
fund case in which the Arizona Attorney General participated as co-class counsel, see In Re
Coordinated Pretrial Proceedings in Petroleum Products EﬂtitrustLiti vation, 1994 WL 675265
(D. Cal. 1994), that one of the terms of the settlement insisted upon § class counsel was the
condition that the defendants could not be heard on the fee request. éiven that the Attorney
General has both recognized and insisted upon adherence to the general rule that the losing
party in a common fund case cannot interject itself into the fee award between the class and their
counsel in cases in which it was involved, the Attorney General’s position here appears to be in
bad faith. Moreover, the percentage requested here, 12%, is less than the fee the Attorney
General has been paid in cases of a similar magnitude and it is also less than the fee the State has
agreed to pzar when it hires private lawyers on a contingency fee basis, which further
underscores the bad faith. See Silver Declaration, 9 22. Cs

TRAOEI\ AFAVIG31.02 S
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II. THE DEPARTMENT HAS NO COGNIZABLE INTEREST IN THE FEE AWARD IN THIS CASE.

The Department’s assertion of standing and.its alleged “concern” for the class members |

must be viewed in the context of this unique case, and not in the abstract. The relevant facts
cannot be disputed: | |

Under the Settlement currently before the Court for final approval, Class Counsel’s
attorneys’ fees are being paid by the 650,000 members of the class, out of the refunds they
receive. The Department is not paying even a penny of the fees it seeks to challenge. The
fees are being spread among the beneficiaries of the common fund. Moreover, the Department
does not have any reversionary interest in the common fund; refunds are being paid and the
money belongs solely to the class members. The Settlement also requires Class Counsel to.
represent the class members against the Department during the four years the refunds are being
paid, during which time‘disputes Eetween the class members and the Department will arise and
their interests will continue to conflict. Thus, the Department has a vested interest in driving the
award as low as possible in order to discourage Class Counsel’s representation in those disputes.

 Under these facts, the Departi‘ne:nt simply has no standing to contest Class Counsel’s fee

request. Unlike the situation where fees are being shifted to the losing party, and the substantive
and procedural law discussed in cases such as Schweiger v. Chiﬁa Doll Rest., Inc., 138 Ariz. 183,
673 P.2d 927,932 (App. 1983) and Associated Indem. Corp. v. Warner, 143 Ariz. 567, 694 P.2d;
1181 (1985) becomeé relevant, this case is more appropriately analyzed as a contingency fee
case, where the defendant has no say in the fee. The United States Supreme Court has expressly
ruled that in cases such as the one before this Court, a 1Dsiﬁg defendant has no “cognizable
i_nte:fest” in the fee paid by the prevailing plaintiff to his or her attorney. See Boeing Co. v. Van '
Gemert, 444 1U.8. 472,482, fn. 7 (1980), where the Supreme Court explaiﬁed the rule applicable
here: | |

The judgment on the merits stripped Boeing of any present interest in the fund.

Thus, Boeing had no cognizable interest in further litigation between the class

and its lawyers over the amount of the fees ultimately awarded from money

‘belonging to the class. (Emphasis added)

3
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Although Boeing and Kerr II] are directly on point and flatly preclude the Department

from contesting a fee award in which it has no cognizable interest, the Department once again

asserts standing. This interference is particularly indefensible here, where in order to avoid the
Department’s ability to appeal the fee award, and thereby control Class Counsel’s independence
during the critical Settlement administratioﬁ period, the parties have already presented their fee
dispute to a highly regarded neutral expert selected by the Department, Bruce Meyerson. After
considering extensive written submissions by the parties and oral argument, and after conducting

his own independent investigation, Mr. Meyerson concluded the proper range for a fee award

in this case was between 9% and 12 % of the common fund.? The Department has agreed it will

not appeal the Court’s fee award if it does not exceed 12%, and Class Counsel have limited their

Vrequesit to that percentage. At the preliminary Settlement approval hearing, this Court

announced it would consider Mr. Meyerson’s Report to be a special master’s report under Rule
53, driz.R.Civ.P. |

Unfortunately, despite Mr. Meyerson’s recommendations, the Department is still
attempting to interfere, seeking to further reduce the fee award (although it has now conceded
it is not arguing for an award lower than 9%) by urging the Court to employ a method of
awarding fees that has been discredited everywhere, does not work given the uniqué facts of'this
case, and which even the State does not use when it hires private attorneys to pursue substantial ;
claims. See Silver Decklaraticm, 122. The only explanation the Department has ever offered to
justify its extraordinary interference here (where, unlike the situation in Kefr II1, it isn’t even
paying a single penny of the fees), is an alleged concern that this Court cannot determine the
reasonableness of the fee award without the Department’s “input.” Motion, at p. 3. However, |
even if the Departrncnt’é concern were true, such a ‘concern’ is not a matter that Iegitim‘ately

involves the Department.

?Although Mr. Meyerson did not take Class Counsel’s future time and expenses into
account in sett;n%ghis range, he did recognize the significant amount of additional time and
expense that will be required of Class Counsel during the four year Settlement administration,

which irrefutably confirmed for him the reasonableness of the range he recommended.

TBEGEVIL AFANIG-31-62 7
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As the Court is well aware, it sits as a fiduciary for the class on this issue. See Report of
the Third Circuit Task Force, Court Awarded Attorneys’ Fees, 108 F.R.D. 237 (1985). Class
éounsel is confident that this Court, with its years of experience, is more than capable of
arriving at a fair fee. It already has the benefit of a special master’s report prepared by an
experienced and well-respected sipe,rt to aSsisﬁ it. Why then would the Court need (or even
want) to hear from Class Cquns:l’s bitter opponent for the last 12 years — an opponent who has
a vested interest in keeping the award as low as possible? Indeed, as Mr. Zlaket explains in his
Report, it would be improper for the Court to do so under these facts.

Given the Dapartment’s unceasing efforts over the last 12 years to deny these taxpayers
any refund at all, Class Counsel believes the Department’s alleged ‘concern’ for the class
members conceals a far more malignant motive— it seeks to curtail Class Counsel’s ability to
represent those class members in future disputes against the Department. Specifically, although
the Settlement was skillfully designed by Class Counsel to limit future disputes, diSpﬁtes are
inevitable. For example, during the course of this litigation, the Department allowed public tax
records to deteriorate'to the point where they can no longer be read by the Department’s
computers. Although Class Counsel put the Départment in touch with the leading forensic
computer experts in the country, who can restore the degraded public records that will now be
used to calculate the refunds, the Department knows there will be disputes, and Class CounseI;
is required to represent the class members in those disputes. By insisting that the Court award
fees based solely upon Class Counsel’s hours to date — 20 months before the Department
knows how much will actually be refunded, and four years before Class Counsel’s services
and expenses are completed and known —DOR obviously seeks to drive the fee award down
as far as possible in order to disincentivize Class Counsel from vigorously contestin\g the
Department’s future conduct. |

Alternatively, the Department’s actual goal here may be to punish Class Counsel for
bringing this case and thereby sending a message to anyone else who may think about

challenging the Department in the future. In any event, the Department would never admit to

TEB0RIL AFALIG-31-02 8
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an improper ulterior motive, and the Court is left only with the Department’s purported (and new
found) “concern” for the class members — that they will somehow be ‘abused’ if the award is
12% as compared to 9% — as the basis for the Department’s interference,

However, even this alleged ‘concern’ — assuming, arguendo, that it was ever anything but
a fig leaf to conceal the Department’s real goals —is no longer defensible because the
Department has publicly admitted that 12% s in fact “fair.” Thus, even under the Department’s
view of standiﬁg — which Class Counsel vigorously disputes — the Department has no
“cognizable interest in further litigation between the class and its lawyers over the amount of the
fees” and cannot further interfere here. Boeing, supra, 444 U.S. at 482, fn. 7.

III. THE DEPARTMENT HAS NOSTANDING TO CONTEST THE FEE AWARD HERE UNDER THE
ARIZONA COURT OF APPEALS’ RULING IN KERR III, wHICH CONTROLS.

The Department’s standing to challenge a fee award that it is th‘paying was conclusively
decided against the Department two years ago in Kerr III. The Department is therefore
precluded from challenging the fee award both as a matter of Arizona law and under the doctrine
of collateral estoppel. In fact, the case against granting the Department standing here is even
more compelling than it was in Kerr II], given the important procedural differences between the
two cases. See §IV infra. Some additional Kerr III background is necessary because the
Department has already signaled its intention to misstate both the facts and holdings of Kerr I11,:
confusing the Court of Appeal’s ruling on “aggrievement” with its ruling on “standing” in order
to attemnpt to fabricate a standing claim here.

In Kerr III, the named-plaintiffs engaged in a nine year challenge of Arizona’s
discriminatory tax on federal employees’ mandatory retirement contributions. Although class
certification was sought, it was not maintained. In 1997, the plaintiffs and their counsel
achieved a favorable decision before the Arizona Board of Tax Appeals for four of the tax years
then at issue. The Départment thereafter conceded the tax was illegal and began to pay refunds
to some of the other taxpayers who had filed timely individual claims. Plaintiffs’ counsel sought

an award of fees pursuant to the common fund doctrine. Brushing aside a host of Department

TEAGRL AFAVG-31-02 9
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;:)bjecticns, Judge Cates held the common fund doctrine applied in tax cases, enjoined the
Department from mailing further refunds, and set a hearing to determine the amount of the fee
award. See 191 Ariz. 293, 955 P.2d 49 (Tax 1998). |

Judge Sylvan Brown thereafter presided over the hearmg and awarded plaintiffs’ counsel
20% ofthe common fund. Judge Brown directed the DePaﬁment to withhold 20% of the refunds
it was paying and to separately account to plaintiffs’ counsel for those funds as well as 20% of |
the 26 refunds the Department paid before Judge Cates issued his injunction. Although Judge
Brown did not yet have the guidance of the Court of Appeals’ decision in Ke}r 111, he knew
something was amiss with the Department’s standing, commenting:

Mr. Irvine, before you begiﬁ, I do have a question, and let me preface it with the fact

that I am going to listen to'you and I’m going to permit you to cross-examine, but

I’m interested in what standing the attorney general has to appear and apparentcl!y

represent the people that you fought for eight years to keep from getting any refunds
and now represent them in saymgBthat they shouldn’t have to pay any attorney’s fees

for the refunds that they got . . . But you fought the taxpayers of Arizona for eight
years to keep them from gettinﬁ any money . . . Where do you get standing now to
regxesent them in saying that they should get the money you refused to give them
w 1%1 you could have given them back in 1990 very simply without any trouble,
couldn

t you?

The Department appealed Judge Brown’s 20 % award, contending, inter alia, the common
fund doctrine did not apply in tax cases, the fee award was excessive, the Court erred by basing:
the award on a percentage of the fund instead of counsel’s hours, and that the notice procedure
used violated the taxpayers’ due process rights. The Department argued the common fund
doctrine did not apply because the action was never class certified and there was no notice to the
taxpayers that they may have to pay fees to counsel they had not hired and who, in the
Department’s view, had done nothing to benefit the taxpayers (unlike this case, the Department
denied there was a causal connection between the litigation and the decision to pay refunids).

Plaintiffs’ counsel challenged the Department’s r}ght to appeai, arguing first, that 1t was
not aggrieved by the judgment and second, even if the Department could appeal, that it had no

standing to assert the taxpayers’ due process rights (aggrievement is jurisdictional; standing is

A
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ﬁot)i The Department claimed it was aggrieved because it had to pay the fees on 26 of the
refunds and had to account for the balance. Citing cases from one or two jurisdictions that have
afforded government defendants standing to contest fees where their agency’s ir;terestsﬂve;rc
involved, the Department further claimed it had standing to assert other objections on behalf of
the iaxpayers? -

Although the Court of Appeals found the Department was aggrieved by the jucigment, it
held the Department did not have standing to assert the due process rights of the taxpayers to
avoid the award. The Court first explained the basis for the Department’s aggrievement:

We believe that the Department has carried its burden of demonstrating that it is

aggrieved by the judgment. First, there is the matter of having to pay 20% of 26

refunds out of the Department's own funds. Then, as the Department pointed out in

its response to the motion to dismiss, the gud ent required 1t to undertake multiple
mailings that cost between $10,000 and $15,000 more than it would have otherwise
had to pay. Finall%i, the Department must undertake the administrative task of
withholding part of each refund and periodically accounting for and remitting the
amounts withheld to the taxpayer's counsel, '

3 P.3d at 216, 217. However, the fact the Department was aggrieved did not give the
Department standing to raise arguments on behalf of the taxpayers, which is precisely what it
ée—eks to do here. '

The Court began its analysis of the standing issue by noting that under Arizona law, a
litigant can only assert the due process rights of a third party if three conditions are satisfied..
The Court concluded the Department could not establish any of the three conditions, given its

nine-year adversarial relationship to the non-party taxpayers:

“THE DEPARTMENT DOES NOT HAVE
STANDING TO ASSERT THE DUE PROCESS RIGHTS OF THE
- NON-PARTY TAXPAYERS :

The Department challenges the award on the theory that the procedure®
used to arrive at the award violated the process of law due non-party taxpayers
because those taxpayers did not receive adequate notice that a common fund award
would be sought. The Department lacks standing to seek reversal on the basis

*True and correct copies of the pages from DOR’s Reply Brief filéd in Kerr I71, in which
the Department set forth its standing argument, are attached hereto as Exhibit “C-3.” .

TEACA\ AFANG-31-02 1 1
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of this argument because the right to due process asserted does not belong to
the Department. As we noted in State v. B Bar Enterprises, Inc., 133 Ariz. at 101
n. 2, 649 P.2d at 980 n. 2, a litigant may be accorded standing to assert the
constitutional rights ofa third person only ifthe litigant has a substantial relationship
to the third person, the third person is unable to assert the constitutional rights on his
or her own behalf, and failing to 1\g{rant the litigant standing would dilute the third
i))erson’s constitutional rights. one of these requirements is met here. The

epartment's attempt to assume a protective role as to non-party taxpayers can
hardly be characterized as the manifestation of a substantial relationship in
view of the Department's unceasing efforts over the last nine years to deny these
taxpayers any refunds at all. Moreover, the non-party taxpayers were able to
assert their own rights. After the tax court ruled that the common fund rule applied,
it ordered that notice of the hearing to determine the percentage of fees to be
awarded be given to all of the taxpayers entitled to a refund. This was done.
(emphasis in text added; emphasis in heading in original)”

3 P.3dat 1137. The Court of Appeals affirmed the twenty percent fee award, concluding: “This
case, which involved nine years of unrelenting opposition on the part of the Department, reflects
the exceptional circumstances that support the award.” Id., at p. 1140.

The Court of Appeal’s fuling in Kerr III on the standiné issue is consistent with the
majority rule. See e.g., Boeing v. Van Gemert, supra, 444 U.S. at 482, fn 7; Schmidtv. Apple
Valley Health Care Ctr., Inc., 460 N.W.2d 349, 354 (Minn. App. 1990); Niles v. City of San
Rafael, 42 Cal. App. 3d 230 (App. 1974); Copeland v. Marshall, 641 F.2d 880, 905 (D.C. Cir.

the Third Circuit Task Force, Court Awarded Attorney Fees, 108 F.R.D. 237, 255 (1985); 1
Conte, Attorney Fee Awards, § 2.27, p. 97 (2™ Ed. 1993). ;

A similar standing argument was made and rejected in the Bailey tax refund class action
case in North Carolina, a case the Department has frequently cited to support its various |
positions on fees. In fact, Bailey v. State, 540 S.E 2d 313 (N.C. 2000), is.particﬁlarly helpful
because the court in that case was confronted with the very tactics the Department is employing

here.* The reasoning of the North Carolina Supreme Court is also consistent with Kerr 1{1 and

*This is not surprising because the Department’s counsel appear to have been in close
contact with the North Carolina Attorney General, and are essentially making the same
arguments here that were rejected by North Carolina’s courts. Class Counsel in this case was
a g’airness expert in the Bailey case and has noted in both the mediation proceeding and the
Motion that the Department’s arguments bear a striking similarity to the arguments

TEECRI AFANG-31-02 1 2
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£he majority rule.

In Bailey, after a settlement was reached between the State of North Carolina and the
plaintiff class under which class counsel’s attorneys’ fees were being paid by the class members,
out of their refunds (as is the case here), and the state further agreed it would not involve itself
in the fee award, the North Carolina Attorney General contested the fee award a.nyway Like
here, the North Carolina Attorney Generai began his assault on the taxpayers’ attorneys’ fee
request by filing a motion demanding access to their billing records. Although the plaintiffs
moved to exclude the Attorney General from participating in the determination of the fee award,
the trial court never ruled on the motion and Silﬁply awarded fees using the pcrcentage'method.
The Attorney General thereafter appealed, making the identical standing arguments the
Department now asserts here:

By way of establishing standing as a proper party to pursue his substantive claims,
the Aftorney General seeks to dOprl:itly his ten-year tenure as counsel for
defendants in favor of gaining recognition for his self-ascribed, common law role as
“defender of the public interest.” According to the Attorney General, Class Counsel
have an inherent conflict of interest with their own class members when it comes to
the matter of their fees. Therefore, in order to ensure that the attorneys are not
financially advantaged to the class members’ detriment, the Attorney General
advocates that his office be viewed as both overseer and protectorate, and justifies
his intervention thusly: (1) because the attorneys’ fees awarded are excessive and
because such excessive fees are not in the public interest, the Attorney General, as
defender of the public interest, is obligated to act; (2) moreover, because he served
as counsel for defendants throughout this case's long history, the Attorney General
is uniquely qualified to so act.

540 S.E. 2d at 319.

The North Carolina Supreme Court di&‘ not accept gither purported justification as a basis
for standing. The Court began its analysis of the standing question by first noting the
incongruous posiﬁan the Attorney General had adopted in order to challenge the fee award (the

same position the Department is in here): Yo

¥

From the outset, we note that the Attorney General represented the State and its
various agencies as defendants throughout this case's lengthy litigation, a position
that placed his office squarely at odds with plaintiffs' interests for nearly a decade.
Nevertheless, the Attorney General now contends that he has changed

unsuccessfully advanced by the North Carolina Attorney General in Bailey: '

7EADE1Y AFALI0-31-02 1 3
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hats--eschewing his former clients in order to champion the cause of his long-term

adversaries--because his self-described role as “defender of the public interest”

allows, if not compels, him to do so. In short, the Attorney General argues that the
amount awarded as fees to Class Counsel is excessive and concludes that since none

of the prevailing class members have appealed the allocation of such fees, his office

must carry the mantle--in the public interest. '

540 S.E. 2d at 318. The court disagreed, concluding the Attorney General’s appeal was
“improper”: _

From these facts, it is readily apparent that: (1) the State, as defendant, expressly

agreed that it would not involve itself in the issue of plaintiffs’ attorneys’ fees; and

E:u) laintiffs, none of whom appealed, were paying their attorneys not with State

unds but with their own money. Thus, the Attorney General’s client--the State as
defendant--is without interest in either the allocation of attorneys' fees or the funds

that paid them. ~
540 S.E. 2d at 319. :

The tactics the Department is employing here should fare no better than they did in the
state in which they originated —or put another way — Arizona’s citizens should receive at least |
the same level of protection from their courts that was afforded to North Carolina’s taxpayers
by North Carolina’s courts. Indeed, Kerr III, decided at the same time as Bailey, compels such

aresult. The Department has no standing to be heard at the fee hearing.

IV. THE CASE FOr DENYING THE DEPARTMENT STANDING HERE 1S MORE COMPELLING
THAN IT WAS IN KERR I1T. .

argument against the Department’s standing in this case, after nearly 12 years of “unceasing
opposition,” is far stronger than it was in Eqrr IIT for several reasons.

First, there is no issue of “aggrievement”(present. Unlike Kerr III, where the Departmeﬁt
was actually paying some of the fees itself, the Department is not liable for any portion of the
attorneyé’ fees requested here. Moreover, any administrative duties imposed upon the
Department relating to the attorneys’ fees have been assumed vclunt?arily, pursuant to the
Settlement. Indeed, the Department is being paid for all of its administration costs by the class
members, out of their refunds! Any assertion of “aggxzievement” under these facts would be

frivolous. More importantly, it would also constitute a breach of the Settlement Agreement.

]
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Second, unlike the situation in Kerr III, the only people actually paying the fees here will
all be class members who have chosen to remain in the case, with Class Counsel as their
attorneys, fully aware of Class Counsel’s fee request. An express attorney/client relationship
exists between the class members and Class Counsel that was simply not p'resent in Kerr Il

Thus, not only is there is no basis for the Department to meddle here, but allowing it to do so

and, as Mr. Zlaket explains, a violation of Arizona’s ethical rules. See §V infra.

Third, unlike Kerr III, the Department has already conceded the fee, request sought by
Class Counsel is “fair.” Moreover, the percentage has already been appfoved by a respected
independent expert of the Department’s choosing, Bruce Meyerson, who has looked at the matter
extensively and already fully considered the Department’s objections in his special master’s
report. The alleged “concern” that purportedly “justifies” -the Department’s involvement here
— the reasonableness of the award — has been allayed.

Fourth, there is a critical distinction between the two cases that absolutely precludes the
Department’s interference: the future services Class Counsel will be required to perform over
the four year Settlement period while the class members and the Department remain adverse. -
In Kerr III, given the denial of class certification, the fee award was solely limited to past
services successfully rendered to that point of the litigation. Here, in contrast, Class CouﬂselZ
will be required to represent the class members in their disputes with the Department for four
years. How can the Department possibly be on both sides of those disputes? How can the
Department now claim to be helping the very people it has been adverse to for 12 years and will
remain adverse to for four more? It cannot. But, even if the Court were to stretch logic beyond
credulity and allow the Department to be on both sides, the Department’s'attorneys cannot. The
attorneys in the Attorney General’s office are absolutely precluded from interfering witﬁ their
opponent’s relationship with their counsel, and are also-precluded under our ethical rules from
representing two parties whose interests conflict, as former Chief Justice Zlaket explains in his

Report. See §V infra. Thus, even if the Department is granted standing, its counsel cannot be

TER0EI AFAVTIG-31-0F l 5
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heard under any circumstances.

Fifth, and finally, unlike the situation in Kerr IIl, where the Department’s standing

‘argument —that it had standing because of its alleged governmental interest in protecting its

citizens from excessive fees or costs —was a matter of first impression, the Department has
offered no new legal justification for its standing here, éﬁelj Kerr IIT squarely decided this issue |
against the Department. Instead, like the North Carolina Attorney General in Bailey, the
Department’s recent Motion attempts to finesse the issue by suggesting its presence here is

&6

allegedly required because *. . . this court would need the Department’s input into the
reasonableness of the time expended by class counsel as it is the Department and their counsel
who would have insight into the reasonableness of time expended over the last twelve yéars.. W7
Motion, at p. 3. However, this purported “justification” (which is no I(mgerl necessary given
Director Killian’s binding admission that the award is “fair,” and which is also factually false)
puts the proverbial cart before the horse.> The Department’s “input” is only proper if it has
standing, which it plainly does not, under the rulings in Boeing, Kerr II] and prior Arizona cases.
Absent standing, the Department is merely an “officious intermeddler” whose “input” is not
appropriate. See Western Coach Corporation v. Roscoe, 133 Ariz. 147, 154 650 P.2d 449

(1982) (“officiousness means interference in the affairs of others not justified by the

*Furthermore, not only is the assertion incorrect as a legal principle, but is also based
upon a false factual predicate: namely, that the Department’s counsc% have some special
knowledge and expertise the Court “needs” but can only obtain from them. In point of fact,
there is no attorney currently at the Attorney General’s Office who worked on this case when
this litigation commenced in 1991. One of the two attorneys who initially handled the case, Gail
Boyd, left the Attorney General’s Office long ago. The attorneys who wrote and filed the |-
Amicus Curaie briefs in the key United States Supreme Court cases that Class Counsel also
appeared in during the 1990's are gone as well. The one Assistant Attorney General who was
involved throughout most of the litigation, Patrick Irvine, now sits on the Court of Appeals and
cannot assist the Department. Indeed, the two lead attorneys whose names appear on the Motion
who presumably seek to “assist the court” in understanding what Class Counsel achieved did not
even appear in this litigation until January 2002 — more than 11 years after the litigation
commenced! They have both openly conceded they have no experience in class action
rocedures. And, unlike Class Counsel, they were not involved in Kerr III. Thus, the
Jepartment’s current counsel have nothing of special value to offer here on either the facts or
the law, even if their “input” was requested and was otherwise legally and ethically proper,
which is not the case. \
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circumstances under which the interference takes place.”).5

Simply put, the Department’s desire to be heard does not establish a legal right to be

heard, and the Depaﬁmént lacks standing, even if its presence here were otherwise ethically

“proper, which it is not.

V. NEITHER THE DEPARTMENT NOR ITS ATTORNEYS ARE ETHICALLY PERMITTED TO
INTERFERE WITH THEIR OPPONENT’S RELATIONSHIP WITH THEIR ATTORNEYS, NOR
CAN THE ATTORNEY GENERAL PURPORT TO REPRESENT THE CLASS MEMBERS’
INTERESTS WHILE SIMULTANEOUSLY REPRESENTING THE DEPARTMENT.

Unlike the situation in a typical class action where class counsel’s involvement ends with
the approval of a settlement, Class Counsel in this case have a continuing duty to provide
ongoing legal services to the 650,000 class members for four years. The magnitude of the
Settlement administration will be extraordinary. If problems should arise, an already enormous
burden will become even greater.

Under the unique circumstances of this case, the fee class members are willing to pay for
their attorneys’ prior and future services is solely a matter for the Court and those paying the fee,
and it is ethically improper for the Department or the Attorney General to attempt to control both
sides of the Settlement administration — i.e. acting as counsel to the Department in the ongoing
court supervised Settlement administration and accounting proceedings, on the one hand, while;
attempting to control the breadth and dépth, of legal resources available to their adversary by
attempting to withhold or influence the amount that will be paid to counsel for the opposing side.

Indeed, the impropriety of the Department’s attempt to drive a wedge between Class
Counsel and the class members was pointed out by our Supreme Court in the case of In the
Matter of Fee, 182 Ariz. 597, 601-602, 898 P.2d 975 (1995), under facts far less egregious than
those present here. In Matter of Fee, which arose out of a medical malpra\ctice action against

the State and Pima County, the Court recognized the conflict of interest that is created when the

‘Moreover, this argument is essentially the same argument the Department unsuccessfully
advanced in Kerr III — that the Court needs to scrutinize Clags Counsel’s hours in order to
determine the fee award. .

TRRORIN AFAB-11-02 1 7
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State uses tactics motivated by considerations similar to those involved here, and warned against
it:

We wish to discourage the previously-described tactic of “driving a wedge” between
lawyer and client in negotiations. Although nothing in our ethical rules expressly
prohibits separate offers of attorney’s fees, we agree with the New York City Bar
ethics committee that they frequently pose a serious dilemma for lawyers. New York
* City Bar Association Committee on Professional Ethics, formal op. 80-94. Quite
simply, such offers are often intended to place attorneys in the uncomfortable
osition where they may be caught between their own need to be compensated for
egal services and what might otherwise be in their clients’ best interests. We
therefore urge judges to carefully scrutinize attempts to employ this practice.
898 P.2d at 980 (Emphasis added.)’ ) ' '

As Mr. Zlaket explains in his Report, a form of this practice is being employed here, once again,
through the Department’s interference in the fee award: -

This -leaves only the possibility that ADOR might be attempting to cause strife
between plaintiffs’ counsel and their clients, perhaps to gain a tactical or strategic
advantage in future dealings. Under the settlement terms, there is considerably more
work to be done in the coming years. Unhappiness and/or inadequate funding in the
plaintiffs’ camp would surely make it more difficult for class counsel to provide
adequate continuing representation. I respectfully submit, however, that it is
improper for any aftorney, as an officer of the court, to interfere or attempt to
interfere with another lawyer’s professional duties or relationships with his or her
clients.

See, Rule 42, Rules of the Arizona Sutprel:ne Court, E.R. 2.1 (indgigendent

professional judgment); E.R. 5.4 (professional independence); E.R. 8.4 (conduct

prejudicial to the administration of justice).

Moreover, as Mr. Zlaket’s Report confirms, the Attorney General’s attempt to oppose the;
amount of fees to be paid by her client’s adversary places Class Counsel in a professionally
untenable position, and constitutes unprofessional conduct on the part of the Department’s
counsel. Here, the Attorney General wishes to maintain a position that will enable her to control
directly the amount of legal services that Class Counsel will be able to deliver to the class by |-
controlling the payment of fees and expenses. Class Counsel has an obligation to the class

members to maintain their professional independence. See ER 2.1. Neither the Department nor

its counsel, the Attorney General, under the facts and circumstances of'this case can legitimately

-

"Moreover, as shown in %VI infra, the United States SuFreme Court has expressly held
that permitting such conflicts to be created by a defendant in a class action violates due process.

TBAOA\ AFAVIO-31-82 ’ 1 8
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claim any cognizable interest in controlling or even attempting to influence what the class pays
its lawyers. Both the law and the Settlement provide class members with a simple procedure “to
assert their own rights” if they wish to challenge the fee request. Kerr,3 P.3d at 16. The class
members do not need their past and future adversary to do it for them; an adversary who has a
vested interest in the outcome that is antagonistic to their interests.

It must be emphasized again that this is a class action. This Court, an experienced trial
court, acts as the fiduciary for the classé' See Report of the Third Circuit Task Force, Court
Awarded Attorney's Fees, 108 F.R.D. 237 (1985). it will not award an unreasonable fee. Just |

as the North Carolina Supreme Court implicitly recognized in Bailey when it denied the

" Attorney General’s appeal, this Court does not “need” the Department’s unsolicited “input” to

make that determination. In fact, as Mr. Zlaket explains in his Report, it would actually be
improper under these facts for the Court to allow the class members’ opponent, the Department,
and its counsel, the Attorney General, to influence the Court’s role here, where the Supreme
Court has taught they have no “cognizable interest™:

Secondly, the court must be neutral in deciding this issue. If the court desires
assistance, there is a wealth of outside, independent, and impartial class-action
expertise to which it can turn. (See, e.g., the report of Hon. Bruce Meyerson, dated
September 10, 2002, regarding reasonable fees). As previously indicated, however,
the state’s advocates can hardly be perceived as fair and impartial consultants. They
are in a clear position of conflict, having been adverse to the class, its members, its
attorneys and their claims from the beginning of this hard-fought contest. And,
unlike class counsel, they have no direct interest in the fee award.

Finally, even if the Department is permitted to engage in this Lmseemly conduct, its

attorneys, who owe a higher duty to the Court and to their profession, cannot. As Mr. Zlaket

points out in his report:

There remains much work to be done in coming years to fully effectuate this
settlement, and the state’s attorneys will continue to be adverse. "'This conflict is
obvious. The department’s lawyers cannot now represent the interests of the’
taxpayers, however much they might wish to do so. See Rule 42, Rules of the
Arizona Supreme Court, E.R. 1.7 et. seq. (conflicts of interest)

Mr. Zlaket therefore concludes: “the department’s attorneys should [not] ethically be

participating in the process of awarding fees under the circumstances of this case.” See Report,

TRA0R\I\ AFANIG-31-02 1 9
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Exhibit “A”8% The appearance of impropriety that would result from a contrary ruling, and the
damage to the integrity of the profession it would pose, is simply too great to permit the
Dcﬁaﬂmént and its counsel to participate at the fee hearing,
VI. PRINCIPLES OF DUE PROCESS REQUIRE THAT THE DEPARTMENT BE DENIED STANDING.
There is one other critical consideration, which is unique to class actions, that must be
taken into account here. If the Department’s efforts in this case to drive the feé award as low
as possible are successful, it would represent more than ﬁzerely the employment of improper
As Professor Silver explains in his Declaration, because class actions are an exception to
the usual rule of due process that judgments bind only named parties, absent-parties — the class
members here — can only be bound by the judgment in this case if they are adequately
represented. “In recent cases, the U.S. Suprt:rhe Court has emphasized that adequate
representation occurs only when trial judges regulate class actions in ways that minimize
conflicts between class members and their representatives.” Silver Declaration, {16.
Specifically, in two recent decisions the United States Supreme Court set aside billion
members. See Ortiz v. Fibreboard Corporation, 527 U.S. 815 (1999); Amchem Products, Inc.
v. Windsor, 521 U.S. 591 (1997). As experts in the field have recognized, to comply with the:
Supreme Court’s due process mandate and avoid conflicts, it is important for courts to employ

procedures which harmonize the interest of class representatives and absent class members. See

Although it did not deny standing on this basis, the Court in Bailey also noted the
potential conflict in the approach the Department and its attorneys are pursuing here:

Even if we were to accept the Attorney General’s premise that the issue of class *
action attorneys' fees is of public interest and that the public is somehow
effectively served by allowing a defendant’s long-term counsel to intervene on
behalf of plairztigfssfa questionable proposition to %e sure--the power to intercede
does not grant the Attorney General an unconditional license to intrude in court
affairs. (Emphasis in original).

540 S.E. 2d at 321. ,
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Charles Silver, Due Process and the Lodestar Method: You Can’t Get There From Here, 74
Tul.L.Rev. 1809, 1811. .

One of the best ways to harmonize the interest of all class members is to ensure that the

Silver explains? fee award prqcedures are the most important method courts use to align interests
and mitigate conflicts. See Silver Declaration, 17. The learning is overwhelming that the best
way to align the interests of class members and class counsel and thereby minimize class conflict
is through use of the percentage fee method. The percentage method aligns counsel’s interests
with the class’ interests because it incentivizes class counsel.

Under the percentage method, the class’ interests are maximized because as the class’
recovery is increased, so is the fee award to counsel. Id. at 1811; 1 Conte, Attorney Fee Awards,
§2.7 (2" Ed 1993) (“It better aligns the financial interests of the client with that of the lawyer.

fees™) (quoting M. Malakoff, Third Circuit Judicial Conference, Updaie on Third Circuit Fee

Task Force Report on Court Awarded Attorneys’ Fees 10 (Septi 13, 1991)) (emphasis in
original). SeealsoJohnC. Coffée, Ir., Understanding the Plaimf s Attorney: The Implications
of Economic Theory for Private Enforcement of Law Through Class and Derivative Actions, 86
Colum. L.Rev. 669 (1986); Deborah R. Hensler et al, Class Action Dilemmas: Pursuing Public’
Goals for Private Gain 33 (Rand. Inst. for Civil Justice).? |

As Professor Silver cogently points Du.t, the State of Arizona knows this, because it uses

the percentage method when it hires private lawyers to recover hundreds of millions or even

‘billions of dollars for itself. However, the lodestar method the Department now urges the Court

to use here has the exact opposite result, and encourages conflicts. Why on earth would the

Department switch its positions if it was truly concerned about the class members’ interests?

’Accordin gly, the emerging trend in class actions is to set the contingency fee percentage
before the first notice of certification, long before the hours are known. See Silver Declaration,
. : ¥

q 40.
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It would not. In short, as Professor Silver opines: “the state’s flip-flop is potent evidence of bad

faith.” Silver Declaration, 22.

In this case, given the structured installment payout and dispute resolution process
provided under the Settlement, the result based compensation provided to Class Counsel under
the percentage method is the only mechanism that will provide absent class members with the
assurance that Class Counsel will continue to seek to maximize their recoveries. This alignment
of interests is consistent with the requirements of due process that must be'ccnsid,ered under
Rule 23, Ariz.R.Civ.P. The Department, who has now been adverse to the taxpayers for 12
years, and will remain so for four more, seeks only to create conflict: '

The Department of Revenue’s Motion to Set Deadline to Substantiate Attorneys’ Fee

Request confirms that the State is the class’ enemy, not its friend. Never does the

State urge the Court to regulate fees in a manner that would motivate class counsel

to maximize the net value of class members’ claims, even though this is what

taxpayers would have done had they been able to set fees themselves. Instead, the

State urges the Court to cut fees to the bone and to apply the discredited lodestar

method, a fee formula that encourages sell-out settlements and delayed settlements,
that creates severe conflicts between class members and their lawyers, and that, in

my experience, parties to private contingent fee arrangements rarély employ.'®
Silver Declaration, 121. Professor Silver therefore conéludes, as this Court should: “The Due
Pm’cess Clause requires the Ccﬁrt to minimize conflicts between class members and class
counsel when setting fees. To accomplish this, the Court must deny ﬂ:e defendant, the;
State of Arizona, any role in the fee setting process.” Silver Declaration, at p. 9 (emphasis |
in original). ‘
VII. CONCLUSION.

For all the foregoing reasons, this Court should rule that the Department has no standing |
to contest Class Counsel’s common fund attorneys’ fee award. The Court should also rule that

the Department and its counsel are precluded from offering evidence or al:gu'ment at the hearing

' See, e.g., John C. Coffee, Jr., Understanding the Plaintiff’s Attorney: The Implications

of Economic Theory for Private Enforcement of Law T, hmu%h Class and Derivative ff:tians, 86

olum. L. Rev. 669, 724 7%1986) (“[T]he claim that the lodestar formula invites structural

collusion” between plaintiffs’ counsel and a defendant is “the most powerful” explanation for
low relief/high fees settlements.). !
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on Class Counsel’s Motion for a Common Fund Attorneys Fee Award set for December 16,

2002.

RESPECTFULLY SUBMITTED this 31* day of October, 2002.

BONN & WILKINS, CHARTERED
O'NEILL, CANNON & HOLLMAN, S.C.

By: \5—& MMD C)A_O\.N

Paul V. Bonn, Esq.
Randall D. Wllkms Esq.
D. Michael Hall, Esq
Eugene O. Duffy Esq.

ORIGINAL filed and a copy
hand-delivered this 31* day of

Qctober 2002, to:

The Honorable Paul A. Katz
Maricopa County Supenor Court

125 West Washing

Phoenix, Arizona &5 003

COPY of the foregoing hand-delivered
this 31* day of October, 2002 to:

Michael F. Kempner

Chief Counsel, Tax Section
Office of the Attorney General
1275 West Washington

Phoenix, Az 85007
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THOMAS A. ZLAKET, P.L.L.C.

310 South Williams Boulevard, Suite 170
Tucson, Arizona 85711-4446

Phone: (520) 750-0250 ' Admitted to Practice in
Fax: (520) 750-0243 ' Arizona & California

October 21, 2002

Randall D. Wilkins, Esq.
Bonn & Wilkins

805 North Second Street
Phoenix, Arizona

Re: Ladewig v. Arizona Department of Revenue
Dear Mr. Wilkins:

~ You have asked me to consider whether there may be ethical constraints upon attorneys
for the Arizona Department of Revenue who are attempting to inject themselves and their client
into the judicial process of approving a fee award for class counsel in the present case. I have
reviewed the following pleadings: Plaintiffs’ Motion for the Preliminary Approval of a
Stipulation of Settlement and Order Regardmg Notice, .dated September 20, 2002; Class
- Counsel’s Motion for a Common Fund Attorneys’ Fee Award and Request for Hearing, dated
September 20, 2002; and Department of Revenue’s Motion to Set Deadline to Substantiate
Attorneys” Fee Request, dated October 3, 2002. 1 have also reviewed various pieces af
correspondence by and/or between counsel, together with attachments.

- Quite frankly, I do not understand why the attomeys for the Department of Revenue feel
compelled to take any position on the issue of fees. I sériously question their legal standing to do
so under the circumstances of the present settlement, see Kerr v. Killian, 197 Ariz. 213, 3 P.3d
1133 (2000), but that remains a matter for the court to decide. In any event, the motivation for
defense counsels’ insistence on actively participating in the consideration of fees remains
unclear. ‘I can think of only a few possible reasons why ADOR would want to get involved, and
in my opinion all of them have serious ethical implications for its lawyers. "

(A) First of all, any suggestion that the department’s attorneys are attempting to protect
the interests of the plaintiff taxpayers is ludicrous. It is the state that caused the tax,payers plight
in the first instance, and its lawyers have represented the Department of Revenue in strenuously
resisting any significant taxpayer relief for more than a decade. See ADOR v. Dougherty, 200
Ariz 515 516 29 P. 3d 862, 863 (2001) There is no evidence that any plaintiff has asked for
partles against thrn they have heretofore vigorously litigated. There remains rnuch work to be
done in ccming years to fully effectuate this settlement, and the state’s attorneys will continue to



be adverse. The conflict is obvious. The department’s lawyers cannot now represent the
interests of the taxpayers, however much they might wish to do so.

See, Rule 42, Rules of the Arizona Supreme Court, E.R. 1.7 et. seq. (conflicts of interest)

, (B) Then again, any argument that the state’s attorneys are attempting to assist the court
on the fee issue should summarily be rejected. It is the court’s job to set the plaintiffs’ attorneys
fees. It is uniquely the court’s duty, not the Department of Revenue’s, to see that fair, just and
proper fees are awarded to class counsel. To my knowledge the court has not requested the .
assistance of the defendant or its counsel in this effort. Indeed, it would be extraordinary if the
court did so, for several reasons.

First, the defendant is not paying the fees. This case is unlike one in which fees are being -
assessed against an adverse party. Here, the class members are paying their own fees. The
parties have entered into a lump-sum settlement. Any member of the class having an interest in
the common settlement fund certainly has the nght to challenge, or comment upon, the fees and
costs that will come out of that fund.

. Secondly, the court must be neutral in deciding this issue. If the court desires assistance,
there is a wealth of outside, independent, and impartial class-action expertise to which it can
turn, (See, e.g., the report of Hon. Bruce Meyerson, dated September 10, 2002, regarding
reasonable fees). As previously indicated, however, the state’s advocates can hardly be
perceived as fair and impartial consultants. They are in a clear position of conflict, having been
adverse to the class, its members, its attorneys and their claims from the beginning of this hard-
fought contest. And, unlike class counsel, they have no direct interest in the fee award.

(C) This leaves only the possibility that ADOR might be attempting to cause strife
between plaintiffs’ counsel and their clients, perhaps to gain a tactical or strategic advantage in
future dealings. Under the settlement terms, there is considerably more work to be done in the
cgming years Unhappiness and/or inadequate funding in the plaintiffs camp would surely rnake
submit, however that it is unproper for any att@rncy, ‘as an gﬂ'icer of the ccuft o mteffere or
attempt to interfere with another lawyer’s professional dunes or relangnsmps with his or her
clients.

See, Rule 42, Rules of the Arizona Supreme Court, ER. 2.1 (independent professional
judgment); E.R. 5.4 (professional independence); E.R. 8.4 (conduct pre]udmla.L to the
administration of justice).

See also, In re Fee and Montijo, 182 Ariz. 597, 601, 898 P.2d 975, 979 (1995) (attempts to drive
a wedge between lawyer and client over fees should be met with judicial disfavor).

(D) Finally, I am reluctant to think that the department and its attorneys could be acting
out of anger, resentment, spite or malice because they failed to prevail in this hotly contested
matter, or because of class counsels’ success here and elsewhere. I therefore choose not to
explore this possibility. While politicians might harbor petty feelings of revenge over



dxssatzsfactmn with litigation results, more is expected of lawyers. Such conduct would clearly
‘be both unbecoming and unprofessional.

For the foregoing reasons, I do not believe the department’s attorneys should ethically be
participating in the process of awarding fees under the circumstances of this case. I hope that I
‘have answered your questions. If not, please feel free to contact me again. A reasonably current
copy of my curriculum vitae is attached for your information and use.

Very truly yours,
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IN THE ARIZONA TAX COURT

THE SUPERIOR COURT OF THE STATE OF ARIZONA @)%

ESTATE OF HELEN H. LADEWIG, on behalf No. TX 97-00075
Of itself and the class of all persons in the State

Of Arizona who, during any one of the years

1986 to 1989 paid income taxes to the State of

Arizona on dividends paid by corporations

whose principal business was not attributable to

Arizona, et al.,

VS.

ARIZONA DEPARTMENT OF REVENUE
and its Director, in his official capacity,

. Deféndants.

§
§

§

§

§

§

§

, 3
Plaintiffs, - §
- §

§
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§
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§

DECLARATIQN OF PROFESSOR CHARLES SILVER
I, Charles Silver, declare as foilows‘z | ’
CREDENTIALS

1., I am the Co-Director of the Center on Lawyers, Civil Justice, and the
Media and the Cecil D. Redford Professor at the University of Texas S‘chaalz of Law. I
joined the faculty in 1987, received tenure in 1991, and was a visiting prcfesspr at the
University of Michigan Law School in 1994. T have taught, researched, wnttén and )
consulted with lawyers on class actions and artorﬁeys’ feeis for more than ten years.
Before becoming a professor, [ studied the economics of collective actions and class

actions as a graduate student at the University of Chicago and as a law student at Yale



Law School.

All told, I have published almost 40 major writings, many focusing on

subjects relevant to this litigation.

2.

Class Actions and Other Group Lawsuits

[ have studied and written about the law and economics of group lawsuits

and class actions for many years. My published and forthcoming works include:

Charles Silver, We 're Scared to Death: Class Certification and Blackmail,

New York University Law Review (forthcoming 2003);

Charles Silver, Law and Economics of Class Actions and Group Lawsuits,

International Encyclopedia of Law and Economics (2000);

Lynn A. Baker and Charles Silver, The Aggregate Settlement Rule and

Ideals of Client Service, 41 South Texas Law Review 227 (1999);

Charles Silver and Lynn Baker, I Cut, You Choose: The Role of Plaintiffs’
Counsel in Allocating Settlement Proceeds, 84 University of Virginia Law

Review 1465 (1998);

Charles Silver & Lynn Baker, Mass Lawsuits and the Aggregate

Settlement Rule, 32 Wake Forest Law Review 733 (1997);

Charles Silver, Comparing Class Actions and Consolidations, 1 0 Texas

Review of Litigation 496 (1991); and

Jules Coleman and Charles Silver, Justice In Settlements, 4 Social

Philosophy and Policy 102 (1986).



My writings have been cited in leading treatises and other authorities, including the

Manual (Third) for Complex Litigation (1996).

- 3. I also have substantial non-academic experience with class actions. I have

submitted briefs amicus curiae on class action issues to the Supreme Courts of Texas and

the United States. [ have testified before and submitted written comments to the
Advisory Committee on the Rules .of Practice and Procedure of the Judicial Conference .
of the United States regarding proposed amendments to the federal class action rule. I
was the principal author of an amicus brief submitted to 4the U.S. Supreme Court on
behalf of a group of law professors in Amchem Products, Inc. v. Windsor, 521 U.S. 591
21997), urging affirmance of the Third Circuit's standard for the certification of
settlement classes. The Supreme Court affirmed on the issucsraddrcssgd in the brief. I
have also testified as an expert witness on class action issues, including certification,

settlement, and attorneys’ fees, many times in state and federal courts.

Attorneys’ Fees
4, I have written at length about the subject of attorneys’ fees and fee awards,
including fee awards in class and other types of group actions. My published works

include: |
=  Charles Silver, 4 Critique of Arce v. Burrow, 26 William & Mary

¥

Environmental Law & Policy Review 323 (2001);

» Charles Silver, Due Process and the Lodestar Method: You Can't Get

There From Here, Tulane Law Review (2000);



» Charles Silver, Flat Fees and Staff Attorneys: Unnecessary Casualties in
the Battle over the Law Governing Insurance Defense Lawyers, 4

. Connecticut Insurance Law Journal 205 (1998);

» Charles Silver, Incoherence and Irrationality in the Law of Attorneys*
Fees, 12 Review of Litigation 301 (1993);

» Charles Silver, Unloading the Lodestar: Toward a New Fee Award
Procedure, 70 Texas Law Review 865 (1992); and

»  Charles Silver, 4 Restitutionary Theory of Attorneys’ Fees in Class

Actions, 76 Cornell Law Review 401 (1991).
I have submitted expert affidavits and testified as an expert on attorneys’ fees many times
Representatives, and the Texas legislature. My writings have been cited in treatises, law

review articles, and supreme court opinions in several states,

Professional Reséonsibilii;

5. I have taught a survey course in professional fesliansibility law many
times, and 1 now offer a class that focuses exclusively on litigation, under 'the title
Professional Responsibility for Civil Litigétors, [ am a former member of the Executive
Law Schools. My writings in this field are extensive and include the following:

= Charles Sil\)ﬁ::, When Should Government Regulate Attorney-Client
Relationships? A Ca-ll Jor Inaction, Arizona Law Review (forthcoming

2002);



Responsibilities: Part [I—Contested Coverage Cases, 15 Geargetawn

Journal of Legal Ethics 30 (2001);

About Being A Lawyer?, Yale Law Journal (2000);

Ellen Smith Pryor and Charles Silver, Defense Lawyers’ Professional
Responsibilities: Part I--Excess Exposure Cases,” 78 Texas Law Review

599 (2000);

Charles Silver, The Legal Establishment Meets the Republican Revolution,

37 South Texas Law Review 1247 (1996);

Charles Silver, Professional Liability Insurance as Insurance and as
Lawyer Regulation: A Comment on Davis, Institutional .Choices in the
Regulation of Lawyers, 65 Fordham Law Review 233 (1996);

Charles Silver, Integrating Theory and Practice into the Professional
Responsibility Curriculum at the - University of Texas, 58 Law &

Contemporary Problems 213 (Summer/Autumn 1996) (multiple authors);

!

Charles Silver and Michael Sean Quinn, All Clients are Equal, But Some
are More Equal than Others: A Reply to.Morgan and Wolfram, 6

Coverage 47 (May/June 1996);



» Charles Silver and Michael Sean Quinn; Are Liability Carriers Second-
Class Clients? No, But They May Be Soon--A Call to Arms against the
Restatement of the Law Governing Lawyers, 6 Coverage 21 (Jan./Feb.

1996);

» Charles Silver and Michael Sean Quinn, Wrong Turns on the Three Way
Street: Dispelling Nonsense About Insurance Defense Lawyers, 5

Coverage 1 (Nov./Dec. 1995);

* Charles Silver & Kent Syverud, The Professional Responsibilities of

. Insurance Defense Lawyers, 45 Duke Law Journal 255 (1995); and

»  Charles Silver, Does Insurance Defense Counsel Represent the Company

_or the Insured? 72 Texas Law Review 1583 (1994).

6. In 1997, a program sponsored jointiy by the Insurance Law and
‘Prcfessional Responsibility Sections of the Association of American Law Schools was
devoted to my work on the professional respaﬁsibilities of insurance defense lawyers.
My work in this area significantly influenced the Restatement of the Law Governing
Lawyers, produced by the American Law Institute. The American Bar Association relied
on my work in Formal Opinion 96-403: Obligations of Lawyers Representing an Insured
Who Objects to a Proposed Settlement Within Policy Limits (1996).

7. I have testified as an expert witness on p}ofessibnalism issues many times.’

| Arizona Ties

8. I have given talks at continuing legal education and scholarly programs in

Arizona several times. In 2002: [ participated in a conference hosted by the University of

6



Arizona School of Law in Tucson. The program included presentations by Justices
Feldman and Zlaket, of the Arizona Supreme Court, as well as academié talks i:;y leading
scholars from Arizona and other states. My presentation focused on the professional
}esponsi,bilities of insurance defense lawyers. The article on which my :fenﬁfks.were
based is forthcoming in the Arizona Law Review.

9. Arizona courts have cited my writings with approval. The Arizona
Supreme Court relied on one of my articles in Pa}'adigm Ins. Co. v. The Langerman Law
Offices, 24 P.3d 593 (Arizona 2001). The Arizona court of appeals did so in the same

case. Péradigm Ins. Co. v. Langerman Law Offices, P.A., 2 P.3d 663 (Ariz..App. Div. 1
Kerr v. Killian, 955 P.2d 49 (Ariz. Tax 1998).
- - DOCUMENTS REVIEWED

10.  In preparing to express the opinions stated in this Declaration, I have
reviewed many documents relating specifically to this lawsuit, including but not limited
to: |

» Process for Resolution of Attoréeys? Fees Claim, prepared by Bruce
Meyerson

» Declaration of Allen Nahrwold, C.P.A.

=  December 2, 1997 Affidavit of Euéer;e O. Duffy (filed in Kerr v. Killian)

w

* March 19,1998 Supplemental Declaration of Eugene O. Duffy.(ﬁled in

Kerr v. Killian)



= Motion for the Preliminary Approval of a Stipulation of Settlement and

Drder Regarding Notice (including attachements)

» Recommendation Re Reésanablchttomeys’ Fee, prepared by Bruce E.

Meyerson

= (Class Counsel’s Motion for a Common Fund Attorneys’ Fee Award and

Request for Hearing
» Department of Revenue’s Motion to Approve Settlement

. « Department of Revenue’s Motion to Set Deadline to Substantiate

Attorneys’ Fee Request

Report of Thomas A. Zlaket, P.L.L.C., October 21, 2002.

I also reviewed secondary materials relating generally to class actions, iflc;luding articles

published in law reviews, treatises, empirical studies, cases, and other items.

SUMMARY OF OPINIONS
11.  Opinion 1: The Due Process Clause requires the Court to minimize
conflicts between class members and class counsel when setting fees. To accomplish
this, the Court must deny the defendant, the State of Arizona', any role in the fee setting

process.

I As used herein, the phrase “State of Arizona” includes the Arizona Department of Revenue and its
Director, and their attorneys.



12. Opinion 2: The Due Process Clause requires the Court to minimize °
conflicts between class members and class counsel when setting fees. To accomplish
this, the Court must not make a “lodestar comparison.”

13. Oﬁinion 3: The Court should not allow discovery of class counsel’s.time
records or otherwise allow the process of setting fees fo become protracted Iitigation;

Instead, the Court should use a simple, market-based contingent percentage approach.

14, Opinion 4: A fee of 12 percent of the recovery for the cla,ss‘wrauld be
iaermissiblc under prevailing national ethical standards and Arizona law.
ANALYSIS
Opinion 1.  The Due Process Clmlée requires the Court to minimize conflicts
between class members and class counsel when setting fees. To aécumplish this, the
Court must deny the defendant, the State of Arizona, any role in the fee setting

process.

15.  The class action is a recognized exception to the usual rule of due process
that judgments bind only persons named as parties in lawsuits. Non-parties can be bound
w*hen. they are adequately represented. ‘

16. In recent cases, the U.S. Supreme Court has emphasized that ‘adequate
representation occurs only when trial judges regulate class actions in ways that 'mipimize
conflicts between class members and their representatives. Amchem Products, Inc. v.
Windsor, 521 U.S. 591 (1997); Ortiz v. Fibreboard Corp., 527 U.S. 815 (1999). In Ortiz;
the Supreme Court specifically recognized the importance of minimizing conflicts
between class members and class counsel. The issue there was whether a single group of

attorneys could represent class members with divergent interests. The Supreme Court

9



answered with an emphatic “no.” Class members with divergent interests had to be
separated andr represented by 1a\_vyers who were loyal to 1‘:hern alone.

[A] class divided between holders §f present and future

claims ... réquires‘ division into homogeneous subclasses

under Rule 23(c)(4)(B), with separate representation to

eliminate conflicting interests of counsel.

Ortiz, at 856 (emphasis added). In a footnote to this statement, the Court reiterated its
cénﬂem with “the ‘competency and conflicts of class counsel.”™ Ortiz, at 856, n. 31
(emphasis addéd).

) 17.  The methods available for mitigating interest conflicts in class actions
linc;lude subclasses, notices, intc:rvéntions and objections, and opt-out rights. Although
these devices are important, fee award procedures are more important by far. A presiding
judge can best protect a group of absént plaintiffs by giving class counsel good
incentives, and the best way to do this is by using the contingent percentage method of
ccmﬁensation. Absent plaintiffs can safely rely on a lawyer whose primary interest is in
maximizing the value of their claims. They cannot rely on a lawyer whose primary
important action that judges can take to support the public goals of class action litigation
is to reward class action attorneys only for lawsuits that actually accomplish SOrilething of
value to class members and society.”‘ Deborah R. Hensler et al., Class Action Dilemmas:
Pursuing Public Goals for Private Gain 33 (RAND Inst. 1;@1* Civil Justice 1999). To

connect rewards to results, the RAND study advises judges to “award fees in the form of

a percentage of the fund actually disbursed.” d. at 34.

10



18.  The due process imperative thus requires a trial judge presiding over a
class action to select a fee formula that rewards class counsel for maximizing jthe'value of
absent plaintiffs’ claims. Class members would have chosen such a formula then;xselve;s
had they been able to bargain with their attorneys face to face at the outset of this
Litigati@ni

" 19.  The State of Arizona has no interest in encouraging the Court to adopt

benefits by minimizing refunds; taxpayers benefit by maximizing them. Consequently,
.the State will oppose any fee arrangement that encourages a lawyer for a taxpayer to
'maximize the amount refunded. Worse, the long-term interest of government officials
who violate the law lis to discourage plaintiffs’ attorneys from bringing cases like this
one. To accomplish this, they will predictably attempt to persuade the Court to use
inferior fee arrangements and to set fees lower than taxpayers (and other victims) would
rationally want, so that lawyers will refuse to accept new cases and conflicts between
lawyers and class members will be maximized. If they succeed, the “danger” of private
law enforcement will disappear and public ofﬁci-a_ls will bbe free to exploit taxpayers (and
other victims) with impunity. To allow the State to participate in the process of setting
fees would be to throw the Due Process Clause to the winds and to risk the destruction of
incentives for private law enforcement. IR

20.  The facts of this case demonstrate the strong antagonism betweeﬁ class
members and the State of Arizona. This lawsuit ha;s already lasted twelve years. By
class actign standards, this is an eternity. A study conducted by the Federal Judicial

Center found that the median time from filing to disposition of non-prisoner class actions

11



x;vas. about 15 months. Securities class actions lasted slightly longer, with a median
duration slightly less than two years. Thomas E. Willging, Laural L. Hooper & Robert J.
N‘iemic, Empirical Study of Class Actions in Four Federal District Courts: Final Report
to the Advismy Committee on Civil Rules, Figure 9 (Federal Judicial Center 1996); The
State of Arizona made this lawsuit last six times longer than normal and held onto
taxpayers’ money the entire time, despite being in the wrong. The State’s assertion that it
is the taxpayers’ friend and is “in the best position to comment on the reasonableness of
Class Counsel’s time” is LA.UGHABL]":‘. Department of Revenue's Motion to Set
Deadline to Substantiate Attorneys’ Fee Request, p. 8.
: 21.  The Department of Revenue’s Motion to Set Deadline to Substantiate
Attorneys’ Fee Request confirms that the State is the class’ enemy, not its friend. Never
does the State urge the Court to regulate fees in a manner that would métivate class
counsel to maximize the net value of class members’ claims, even though this is what
taxpayers would have done had they been able to set fees themselves. Instead, the State
urges the Court to cut fees to the bone and to apply the discredited lodestar method, a fee
formula that encourages sell-out settlements and delayed settlements, that creates severe
conflicts betwéen class members and their lawyers, and that, in my experience, parties to
private contingent fee arrangements rarely employ.” |

22.. Comparing the State’s position on fees in this lawsuit to the position it

took in its own tobacco case reveals the State’s object plainly. When seeking to recover

hundreds of millions or even billions of dollars for itself, the State promised to pay a

2 See, e.g,, John C. Coffee, Ir,, Understanding the Plaintiff's Attorney: The Implications of Economic
Theory for Private Enfarcernent of Law Through Class and Derivative Actions, 86 Colum. L. Rev. 669,

12



contingent fee of 18 percent. It used the ccgtingsnt percentage approach, not the lodestar
method; it promised to pay the market rate, which greatly exceeded the 12 percent‘;eiling
set by the médiatc:r here; and it did not contract for a lodestar comparison. Why the
dramatic switch in this case? The State is now a defendant, not a plaintiff. When the
State’s sought to recover money, it used the compensatlon method of choice in the
rnarket promised the market rate, and demonstrated that its interest lay primarily in the
results obtained, not in the hours expended to accomplish them. As a defendant seeking
to keep ill_=gotten gains, however, the State wants to prevent taxpayers from using the
very same fee arrangement it employed. It knows that market-based contingent
percentage arrangements encourage lawyers to fight zealously for plaint(i'ffs, and it does
not want taxpayers to use them. The State’s flip-flop is pctéﬁt evidence of bad faith.'“‘

- 23, When thinking about the State’s incentiyes, one must also remember tha;t
the settlement process in this lawsuit will extend over ‘several years and will require the
State to determine refunds for thousands of taxpayers. Class counsel will have to reviéw
the refunds to ensure that the State procésses them accurately and compensates taxpayers
ﬁilly; Having been through many class action. settlements, I can tell the Court that
claims. For this reason, it is important to give class counsel a conting:nt percentage

interest in every dollar paid out. When it is profitable for class counsel to see that all

724 (1986) (“[Tlhe claim that the lodestar formula invites structural collusion” between plaintiffs’ counsel
and a defendant is “the most powerful” explanation for low relief/high fees settlements.).

3 Additional evidence may be found in the State’s acceptance a percentage-based award in In re
Coordinated Pretrial Proceedings in Petroleum Products Antitrust Litigation, 1994 WL 675265 (D. Cal.
1994).
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claims are paid in full, class members gain. Naturally, the State has no interest in such an
arrangement.

24.  The State’s participation in the fee setting process prior to this point has
already endangered taxpayers and other potential class members. As the Court knows,
the State insisted on meddling in the fee-setting process (ew:r; -though it had neither
standing nor any legitimate interest in doing so), and its intransigence led to a mediation
process that set a ceiling on the fee of 12 percent. Evidence of fee arrangements
prevailing in private markets strongly suggests that ;113 ceiling percentage is too low to
encourage lawyers to take class actions and litigate them zealously. If the 12 percent
figure survives and becomes a precedent for future fee rawards in Arizona, many class
actions that might have been brought on behalf of persons with meritorious cases will
never materialize. Government officials and other actors will then be free to violate the
law secure in the knowledge that few victirhs will obtain relief.

25.  This lawsuit is an example of an extremely important kind of private

an effective means of addressing this need. Unfortunately, public officials regard
lawsuits like this one as embarrassing nuisances. They would raﬂier violate thé' law with
impunity than have their illegal acts brought to libght. Consequently, they use all available
means to discourage private attorneys from bringing suits lik,:: this one. The Court must

courageously resist political pressures to destroy the incentive to bring private lawsuits
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and must exclude the State from the fee-setting process for this reason. At stake is

nothing less than the survival of government under law.

Opinion 2. The Due Process Clause requires the Court to minimize conflicts
between class members and class counsel when setting fees. To accomplish this, the
Court must not, make a “lodestar comparison.”

26. I have re.peétedly pointed out that the lodéstar method “is a source of
many problems and has been widely condemned.” Charles Silver, Unloading the
Lodestar, supra, at 867. 1 have also written tﬁat “‘l[t]hc consensus that the contingent
percentage approach creates a closer harmony of interests between class counsel and
absent plaintiffs than the lodestar method is strikingly broad.” Charles Silver, Due
Process and the Lodestér Method, .supra,' at 1819 The consensus inclu;les leading

academics,! researchers at the RAND Institute for Civil Justice,’ and many judges,®
H y J g 3

class ac:tmn procedure] that rcstru:t collusion and are essentlally self—pohcmg The pert:emage Df the
recovery fee award formula is such a “deregulatory” reform because it relies on incentives rather than
costly monitoring. Ultimately, this “deregulatory” approach is the only alternative.”); Richard A. Posner,
Economic Analysis of Law § 21.9, at 568 (4th ed. 1992) (*[M]aking the lawyer’s fee vary with the success
of his effort is a way of giving him an incentive to do a good job."); Robert E. Litan & Steven C. Salop,
More Value for the Legal Dollar: A New Look at Attorney-Client Fees and Relationships 27 (ABA Section
of Litig. 1992) (distributed at the ABA Annual Meeting, Aug. 9-12, 1992) (on file with author) (“Of all
possible types of fee arrangement, contingency fees in principle do the best job of aligning the lawyer’s
interest in doing a good job at least cost with those of the client in obtaining the best resul’rs‘ for the
money.”).

° Deborah R. Hensler et al., Class Action Dilemmas: Pursuing Public Goals for Private. Gain 33-34 (RAND
Inst. for Civil Justice 1999) (urging greater use of result-based compensation).

6 In the opinion finally approving the settlement and fee award in Shaw v. Toshiba America Information
Systems, Inc., 91 F. Supp. 2d 942, 963 (E.D. Tex. 2000), Judge Thad Heartfield commented on the
decreasmﬁ use of the lodestar method in federal class actions “Today, the First Third, Fifth Sixth

allew Judaes tu use the percentage method or require them to do so.” Dthar authc)rztnes including the
Manual for Complex Litigation and the Federal Judicial Center’s empirical study of class actions, also
chronicle the lodestar’'s decline. They find that the percentage method is increasingly popular and that the
lodestar method is not, See Manual for Complex Litigation, Third § 24.122; at 191 (1995); Thomas E.
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including those who contributed to the Manual for Complex Litigation,” the Report of the
" Federal Courts Study Cbmmitteé," and the report of the Third Ciréuit Task Force.?
Indeed, it is difficult to find anyone who contends othérwise. “No one writing in tﬁe field
today is defending the Iodgstar én the ground that it minimizes conflicts between class

%

counsel and absent claimants.” Charles Silver, Due Process and the Lodestar Method,
supra, at 1820.

27.  Inview of this, it is as clear as it possibly can be that judges should never
ﬁse the lodestar method when they can apply the contingent percentage method instead.
The Due Process Clause requires judges to minimize conflicts betwe.én absent claimants
and their representatives. The contingent percentage approach accomplishes this best.
By using the lodestar method, judges needlessly saddle absent plaintiffs with conflicts
and thereby foster legitimate due process complaints. |

28.  In keeping with its manifest desire to prevent taxpayers from using
superior incentive arrangements, the Staté contends that the Court must make a lodestar
comparison even if the Court bases the fee primarily on a contingent percentage of the
recovery. This is a brazen attempt to sneak in tﬁpugh the side door a guest who is likely
to be refused admission through the front. %en ,thé contingent percentage method is

employed, no lodestar comparison is required and none should be made.

Willging et al., An Empirical Study of Class Actions in Four Federal District Courts: Final Report to the
Advisory Committee on Civil Rules 68-76 (Federal Judicial Ctr. 1996). Thomas E. Willging et al., An
Empirical Analysis of Rule 23 to Address the Rulemaking Challenges, 71 N.Y.U. L. Rev. 74, 156 (1996).

7 Manual for Complex Litigation, Third § 24, at 186- 200 (1995) (criticizing the lodestar method as being
“difficult to apply, time-consuming to administer, inconsistent in result, and capable of manipulation”).

¥ Report of the Federal Courts Study Committee 105 (Apr. 2, 1990) (encouraging further study of
percentage-based fee awards).

? Third Circuit Task Force, Court Awarded Attorney Fees, 108 F.R.D. 237, 254-59 (1985).
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29.  The Manual for Complex Litigation, at § 24.12 correctly observes that
“’[tThe Supréme Couft [has] never formally adopted the lodestar method in a common
fund case.”” (quoted in Shaw v. Toshiba America Information Systems, Inc., 91 F -' Supp.
2d 942, 963 (ED Tex. 2000)." The Manual also states quite plainly that “[u]nlike in a
istatu,tcn,'y fee analysis, where the lodestar is generally determinative, in a percentage fee
award [from a common fund] the amount of time may not be considered é’t all.” Manual,
§ 24.121, at 191 (emphasis added)." Many jﬁdges have quoted this passage from the
Manual with approval. For a list of cases applying the percentage method, see Shaw v.
Toshiba America Information Systems, Inc., 91 F. Supp. 2d 942 (E.D. Tex. 2000).
Neither the lodestar method itself nor a lodestar comparison is required.

30. - Venegasv. Mitchell, 495 U.S. 82 (1990); supports this view. Venegas held
that the amount a losing defendant must pay a prevailing plaintiff pursuant to a fee award
statute is one thing; the amount a plaintiff must pay his or her attorney is another; and the

.lodestar method governs only the former. Id. at 90. Venegas was a single-client
repzésentati@n, not a class action, but it makes the relevant point. The lodestar does not

govern fee relationships between plaintiffs’ attorneys and plaintiffs.

Yo

1% The State implies that Hensley v. Eckerhart, 461 U.S. 424 (1983), requires the Court to apply the lodestar
method in this case. See Department of Revenue's Motion to Set Deadline to Substantiate Attorneys’ Fee
Regquest, p. 4. This is ludicrous. The question in Hensley was how much the defendant owed the prevailing
plaintiffs pursuant to a fee award statute, not how much the attorneys should be paid from a common fund.
As | explain in the text, Venegas v. Mitchell, a post-Hensley decision, clearly established that the lodestar
does not regulate fees between plaintiffs’ lawyers and plaintiffs. The State ignores Venegas. The State also
ignores Amchem and Ortiz, the Supreme Court cases requiring conflict-minimization.

" Schweiger v. China Doll Restaurant, Inc. 673 P.2d 927 (Ariz. App. 1983), is not to the contrary. The
issue there was how much a losing defendant should pay a prevailing plaintiff in fees pursuant to a fee-
shifting contract, given that the plaintiff was paying its lawyer by the hour. The distinction between fee
shifting cases and common fund cases is longstanding.
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31, In tﬁis case, the issue is how much taxpayers shoﬁld pay the lawyers who
won the case for them. Under Venegas, this is not an appropriate matter for lodestar
analysis. Ordinarily, it is a matter that lawyers and clients resolve contractually when
representations begin. In class actions, it is a matter a court handles using market-based
principles. As Judge Richard A. Posner, of the U.S. Court of Appealsfér the Sévemh
Circuit, explained in a class action context, “it is not the function of judges in fee
litigation to determine the equivalent of the medieval just price. It is to determine what

the lawyer would receive if he were selling his services in the market rather than being

{7th Cir. 1992) (emphasis added)."”

32,  Lodestar compgrisons are not mandatory. They also are undesirable,
| because they destroy the advantages of the percentage approach.” The percentage
approach encourages class.s:ounsel to maximize absent plaintiffs’ recdveries, the only
thing abgcnt plaintiffs care about. The simple logic that the lawyer earns more when the
class recovers more is extremely potent. Lodestar comparisons weaken the connection
between high fees and good outcomes by fo:ciné lawyers to worry about the number of
hours they expend. This is bad for class members, not good. To them, a dollar today is
worth more than a dollar next year. When lodestar comparisons are made, however, the

same need not be true for lawyers. Rather than win big quickly, a lawyer rrfay* earn a

12 Judge Posner reiterated the point in In the Matter of Continental Illinois Securities Litigation, 985 F.2d
867, 868 (7th Cir. 1993), stating that “[tJhe class counsel are entitled to the fee they would have received
had they handled a similar suit on a contingent fee basis, with a similar outcome, for a paying client.”

3 The State contends that “the major difficulty with the lodestar method is that at times it may consume
enormous judicial resources.” Department of Revenue's Motion to Set Deadline to Substantiate Atiorneys’
Fee Request, p. 5. Without meaning to deny that the burden the lodestar method imposes on the courts isa
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larger fee by winning slowly. A lawyer who wins slowly can log a larger nun;ber of
hours than one who wins quickly. Consequently, when time (rather than results) is the
gold standard, a lawyer who serves a class relatively poorly can earn more,

33. A lodestar comparison alsc recreates the risk of a sell out settlement. In
this case, class counsel held out for an extremely large recovery and now faces an angry
defend_aﬁt that seeks to prevent them from being paid. They held out.because they
expected to be paid én a percentage basis, knowing they would be paid more if the class
won more, Had they anticipated a lodestaﬁbaséd award or a lodestar comparison, they
" would have had an incentive to curry the State’s favor by accepting a low-ball settlement
in return for a promise from the State not to challenge their fees.

34. Empirical studies of class actions élarify this point. These studies shéw
that fee awards average around 30 peréeﬁt of the recovery, excluding expenses,
regardless of the size of the common fund. In this case, a 12 percent fee award from a
$350 million recovery would equal $42 million. At a 30 percent rate, one could generaté
a $42 million fee off of a common fund recovery ofionly $140 million. An opportunity
therefore existed for the State and class cczunsél to have the following conversation:
Staﬁc; “You want us to pay $350 million. If you insist on that, we’ll fight your fee every
step of the way. If you accept $140 million instead, we’ll agree not to contest your:
application for a fee of up to 30 percent. Ccu;‘ts routinely approve fees in that‘raf;gei If
you need to log more hours to justify a 30 percent l.cdestar award, we’ll put off formal |

announcement of the settlement until you accumulate enodgh time and we’ll provide

major drawback, 1 deny that it is the worst defect. The adverse impact on lawyers' incentives and,
indirectly, on claimants’ well being is far more important.
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opportunities for discovery to help you get there. You could spend thousands of hours
looking at old tax records alone.” Class Counsel: “Hmmm.” If class counsel had agreed,
class members would have lost $210 million.

35. ‘Whether applied directly or used as a cémﬁarative sténdard, the lodestar
method encourages defendants and class counsel to collude. The contingent.percentage
approach discourages collusion and encourages class counsel to maximize claims values.
No wonder the State (like any other defendant that attempts to meddle with class
counsel’s fees) is pressing hard for the lodestar.

-

36.  The percentage approach also frees judges from havihg to serve as

assess the reasonableness of time and expense records. The ﬁercentage approach
eliminates this burden. In common fund contexts, the lodestar method also requires
judges to set enhancements intended to compensate lawyers for payment delays, non-
payment risks, interest on expenses, and other factors. It is difficult and perhaps even
impossible for judges to set these enhancements accurately, there being few market-based
proxies for them. Because judges are subject to s‘i‘gniﬁcant political pressures to cut fees,
they err on the low side, producing a s;ltu,aticn in which lawyers are discouraged from
taking class actions. James H. Stock and David A. Wise, Market Compensation in Class
Actions Suits: A Summary of Basic Ideas and Results, 16 Class Action Reports 584-604
(1993).

37. For these reasons, the tendency to check the reasonableness of contingent
percentage fee awards by comparing them to lodestar-based fees should be reserved for

cases in which the value of the recovery is unclear because the recovery is not in cash.
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This is the situation that existed in Bloyed v. General Motors Corp., 916 §.W.2d 949, 961
(Tex. 1996), where the Texas Supreme Court wrote that “on remand any fee awarded on
.a percentage basis should be tested against the lodestar approach.” The Bloyed settlement

was a coupon deal, r.and the value cf these settlements is notoriously proﬁe to being
exaggerated. Because taxpayers in this case will receive cash, th,efe is no need for a
lodestar comparison and none should be made. As the federal judge presiding over the
enormous Phen-Fen settlement recently said, *[t]he day of the lodestér hés passed in class
actions such as this, save for perhaps its use as a cross-check in some cases,” namely,
those where the value of relief is unclear. In re: Diet Drugs (Phentermine, Fenfluramine,
Dexfenfluramine) Products Liability Litigation, MDL Docket No. 1203, Memorandum
and Pretrial Order No. 2622 (Oct. 3, 2002), p. 19. In the Phen-Fen case, no lodestar

cross-check was made.

Opinion 3.  The Court should not allow discovery of class counsel’s time records
or otherwise allow the process of setting fees to become protracted litigation.
Instead, the Court should use a simple, ;rl_ia:rket-based canting‘entrpercentﬂge
approach.

38.  No law requires class counsel to keep or submit fee records when the
contingent percentage compensation method is used. See Manual for Complex Litigatz‘on
§ 24.211 (saying that time records are “critical” in lodestar situations but only
“advisable” in others). In this respect, class actions are like othér contingent fee
representations. Lawyers who work farrccntingent percentage fees rarely keep time

records and routinely charge clients without providing them. The point of the contingent



fee is to compensate lawyers for mcurnng risks and producing results, not to encourage
them to churn hours.

39. The State contends‘ that “[a] perccﬁtage 15 an arbitrary figure absent a
detailed accounting of the services provided” and that, without a 1odestaf check, “the

percentage of the fund approach ... can often result in a windfall.” Department of

assertions are utterly false.

40.  First, the emerging trend in class actions is to set contingent percentage
fees before the first notice of certification is distributed, so that class members will know
tow much participation in a class action is likely to cost them early in the course of
litigation. I argued for the use of this procedure in Unloading the Lo_destar, supra, and [
have participated in several Texas class actions where this was done. The Manual for
Complex Litigation, §24.21, now also recommends: thls procedure, which includes
establisi;iing “the range of likely percentages” at or near the time of certification.

41.  Obviously, one cannot know at the start of class litigation how many hours
class counsel Qill eventually expend. Yet, follov;f‘ing the model of plaintiffs in contingent
fee representations, judges presiding over class actions are setting percentages early on.
According to the State, this procedure is impossible because it necessarﬂy operates
without a “detailed accounting of the services provided.” It being the fecérﬁmended
procedure, the State must be wrong..

42.  Second, in the private market, lawyers and clients set non-arbitrary
contingent percentage fees and non-arbitrary bonus fees every day without detailed

accountings or lodestar cross-checks. Some highly sophisticated clients, including
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insurance companies and large commercial entities, hire lawyers on terms that do not
réquire time keeping. See Charles Silve:r, Flat Fees and Staff Attorneys, supra
' (describing flat fee arraﬁgements with contingent bonuses used by insurance companies).v
Many clients see the fact that certain fee arrangements eliminate the need to‘aucl.it hours
_ as a significant plus.

43, A famous case involving the Texas law firm of Vinson & Elkins (V&E)
exemplifies the use of contingent percentage compensation arrangements by
sophisticated clients seeking large recoveries. In the ETSI Pipeline case, ETSI Pipeline
Project (EPP) sued Burlington Northern Railroad and other defendarits, alleging é
tonspiracy on their part to prevent it from constructing a $3 billion coal slurry pipeline.
In a sworn affidavit, Harry Reasoner, V&E’s managing pa;tner; described the financial
relationship between EPP and V&E.

The terms of our retention were that our client would pay

all out-of-pocket expenses as they were incurréd, but all

legal fees were contingent upon a successful outcome. We

were paid 1/3 of all amounts recei;{ed by way of settlement

or judgment. We litigated the matter for 5 years. At the

conclusion, we had settled with all defendants for a total of

$634,900,000.00. As a result, a total of $211,633,333.00 v

was paid as conti;igent legal fees.
Declaration of Harry Reascner, filed in In re Washington Public Power Supply System
Securities Litigation, U.S. District Court, District of Arizona, MDL No. 551, Nov. 30,

1990.
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44,  When class counsel requests a contingent percentage fee award, a court

‘guards against arbitrariness by checking the percentage against the market rate and

historical fee award practices. Scholars have amassed data on both." They have studied
contingent fees in a variety of private market contexts, iﬁcluding personal injury cases,
medical malpractice cases, asbestos cases, airplane crash cases, and others. They have
also tracked fee awards in class actions, especially securities cases, and fee payments in
public lawsuits, including state tobacco cases, qui fam cases, and tax collection cases. By
relying on these data, a court can be reasonably confident of setting a fee at the market
- rate. Hére, the data consistently show that the 12 percent ceiling set by the mediator is
well below market.

45, A decision to allow discovery of class counsel’s time sheets would
necessarily open an enormous can of worms. First, time records must be examined and
ccnﬁdenﬁal and privileged information deleted. Otherwise, class counsel would risk
revealingthis strategic and protected information to a litigation adveréary that would use

it to advantage if a settlement were rejected. See Arizona Attorneys' Fees Manual § 1.9.

battles over attorney-client and work product privileges and extended depositions in
which each set of lawyers forces the other to explain why so much time was exéended,

Third, once the issue becomes the reasonableness of the hours class counsel éxpended,

reasonable. This evidence includes the defense attorneys’ time records. The Manual for

14 1 intend to submit a second report summarizing the available data and expressing my opinions on the
reasonableness of the requested common fund fee award for the benefit of the Court.
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Complex Litigation § 24.231 states this explicitly: “Having defendants submit billing
records. Where defendants oppose plaintiff’s counsel’s fee request, records showing
defendants’ attorneys’ fees may provide a reference for determination of the level of
reasonable fees.” A court that allows discovery of time records must expect a free-for-
all.

46.  Because hours are not important when contingent percentage
. arrangements are employed, in common fund cases “[d]iscovery in connection with fee
 motions should rarely be permitted.” Manual for Complex Litigation § 24.224.
Discovery is, of course, precisely what the State demands in its Department of Revenue's
Motion to Set Deadline to Substantiate Attorneys' Fee Request. Rather than allow the
Court to use a simple, market-based contingent percentage approach that encourages
lawyers to maximize claim values, it would embroil the Court in burdensome litigation
over fees. Thus, the State would have tﬁa Court consider_whether time was spent on
was “reasonable and not duplicative.” These tasks are wholly unnecessary. They will
accomplish nothing of value but will waste substantial amounts of the Court’s time.

47.  The State’s effort to create an enormous accounting projéct runs squarely
contrary to the U.S. Supreme Court’s repeated admonition that lower court judges should
prevent requests for fee awards from generating major litigation. Hensley v. Eck‘grhart,
Jor Clean Air, 483 U.S. 711, 722 (1987) (“Fee litigation ..,Ashguld be simplified to the
maximum extent possible.”). The Arizona Attorneys' Fees Manual § 1.10.1 (3d ed.

1998), reiterates this admonition. The State’s effort to base the fee award solely on time

25



expended to date also threatens to undermine class counsel’s incentive to argue zealously
for class members during the refund administration process.
48. | A decade ago, I urged courts to jettison the lodestar method and to adopt
simplified feersetting procedures.
| Lawyers who work for paying clients in contingént-fee
cases usually k’nw} how much their clients owe and usually
:have little difficulty se,curing payment. By contrast,
lawyers who handle fee- shifting cases often have no way
of knowing w-hen or how much they ultimafely will be
N paid, and they often have to fight to collect their fees. Even
a victory at trial offers no assurance of prompt payment.
All too often the conclusion of the battle on the ‘rnlerits

marks the beginning of a protracted struggle over fees.

In my judgment, it is as important to deliver fee awards
predictably and efficiently as it is to mimic the market in
other respects.... No fee award- process can [perfectly]
duplicate the results a market would produce. Because
mistakes are inevitable, the best one can hope for is a
procedure that gets things right in the mill run of cases and
that operates at acceptable e:%pense. That is the kind of

™

process I have strived to create ....

Charles Silver, Unloading the Lodestar, Vsupra, at 870. Today, this Court faces a choice.

It can step back in time to the days when the lodestar method encouraged sell-out
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settlements and burdened judges and parties with protracted, expensive, and essentially
pointless fee litigation. ér it can step into the modern era of value-added compensation
arrangements that encourage lawyers to maximize claim values and that are largely self-
admihisterin_g. | |

49.  The State wants the Court to take a step backward. Having litigated the
merits for twelve years and lost, it wants to fight a second protracted battle over fees. Its
aim is the selfish and mean-spirited one of discouraging future tax refund class actions by
making these cases unprofitable for lawyers. The tobacco companiés used the same
strategy in personal injury cases. Their success was so complete that, for decades, it was
all but impossible to find private attorneys willing to sue them. I urge the Court to resist
the governmental pressure being applied and to opt for the contingent percentage

approach.

Opiniond: . A feebcf 12 percent of the recovery for the class is proper under
prevailing national ethical standards and the Arizona ethics rules.

50, In this case, class counsel requé_sts a fee equal to 12 percent of the
recovery. This section will consider the propriety of this request under national and state
ethical rules.

51.  Prevailing national ethical standards for attorneys’ fees are ind‘icaFed by
Rule 1.5 of the American Bar Association’s Model Rules of Professional Conduct and §
34 of the Restatement (Third) of the Law Governing Lawyersi The Arizona rule on fees,

ER 1.05, is based on Model Rule 1.5.



52.  Generally, the referenced rules allow lawyers to charge fees that are
reasonable under the circumstances, and they establish factors in light of swhich
reasonableness may be assessed. Not all factors need be applied in all chcumstancés. I
say more on this below. |

53.  Both prevailing national standards and Arizona ER 1.05 explicitly allcw‘
lawyers to charge contingent percehtage fees. Contingent percentage fees are common in
all American states and are widely used in class actions. I know of no jurisdiction that
has used its ethics rules to prevent attcrnéys from employing this form of compensation.
To the co_ntrar'y, the A.B.A.’s most thorough advisory opinion on contingent fees, Formal
‘Opinion 94-389, reaffirmed the permissibility of contingent percentage compensation in
diverse contexts, including contexts where clients can afford to pay hourly rates.

54, Having read innumerably many judicial and adviscry‘opinicns on fees, I
can also report that; to my recollection, no-jurisdiction has ever struck down a contingent
fee of 12 petceqt on ethical grounds. To the contrary, contingent fees above 12 percent
prevail in all jurisdictions in all manner of representations. Fees in class actions also
routinely exceed this level. Empirical studies cégsistcntly show that fee awards average
about 30 percent of the recovery, excluding costs.

55. Some judges believe that ethics rules require them to assess the
permissibility of contingent percentage fees by calculating lawyers’ effective shourly
rates. This is error. As I explained in an article published in the Tulane Law Review,
“The Hourly Rate Is Not the Standard of Reasonableness for Contingent Fee

. Representations.” Charles Silver, Due Process and the Lodestar Method, supra, at 1824.



Id.

adopted by the Anierican Bar Association in 1908. The Canons made it clear that no
particular yardstick had a claim to exclusivity. Canon 12, whiéh contained essentially the
same factor list as Model Rule 1.5 and Arizona ER 1.05, provided that “[n]o or:e of these
considerations in itself is controlling. They are mere guides in ascertaining the real value
of the service.” Canons of Professional Ethics, Canon *12 (1967). The point of
enumerating the factors was to identify an array of considerations that may bear on the

reasonableness of fees, not to sanctify the hourly rate. It would be anachronistic to think

St;ite bar ethics rulés do not enshrine the hourly rate as a
one-size-fits-all measure of the réasonableness of attorneys’
fees. They recognize that lawyers and. clients employ‘
diverse approaches to compensation, including hourly rates,
contingent percentages, flat fees, salaries, and hybrid
arrangements, and they admit the propriety of applying
different criteria to different anéngements. In particular,
the ethics rules recognize that the reasonableness of
contingent fees should be assessed in light of risks incurred
and results obtained. Nothing invth‘e rules requires one to
supplement these standards with hourly rate comparisons.
Contingent fees that are reasonable on a ri,sks=and-re.sults
approach are completely proper, regardless .of the hourly

rates they yield and even if the hourly rates are unknown.

The argument supporting this conclusion starts with the Canons of Ethics,
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otherwise. The hourly rate is a creature of the mid—twent.ie’th century. It was not a
popular method of charging for legal sewiées when Canon 12 was enacted. See George
B. Shepherd & Morgan Cloud, Time and Money: Discovery Leads to Hourly Billing,
1999 Univérsizy of lllinois Law Review 91, 93-98 (discussing the growing use of houriy
rate arrangements dur’ing( the 1960s and 19.70s).' By ccntfast,_ céntingent fees were an
established method of billing when the twentieth century began. See 2 Floyd R.
Mechem, A Treatise ;f_m the Law of _Agency§ 2236, at 1811-12 nn. 87-90 (2d ed. 1914)
(citing cases involving contingency fee arrangements)@ .

57.  Both A.B.A. Formal Opinion 94-389 and the Restatement (Third) of the
Law Governing Lawyers agree that risks incurred and results obtained are independently
- sufficient standards of reasonableness that need not be supplemented by reference to
hourly rates. If such supplemégtaticn were required, one would expect thesé authorities
to say so. Neither does.

58. In Formal Opinion - 94-389, ﬁie ABA Committee on Ethics and
Professional Responsibility went out of its way. to be clear that the reasoﬁableness ofa
contingent fee does not depend on the amount of ;t_ime a lawyer actually expends.

If a lawyer accepts a given risk--for examplé, the risk posed
by the fact that the opposing party has a reputation fDI;
being intransigent in its approach to settlement— ... the "
lawyer should not be required as a matter of ethics to give
up the benefit of the agreement because the opbosing party,
to everyone's surprise, offers an early settlement that is

acceptable to the client.... Changes in conditions may

30



cause a lawyer’s éffective hourly rate to be unexpecte;cily
high or unexpectedly low. Regardless, the fee agreed to is -
proper, so long as the percentage was reasonable in light of
the risks that were incurred and is justified on the basis‘ of

the results obtained.

ABA Comm. on Ethics and Professional Responsibility, Formal Op. 94-389 (1994).

Plainly, effective hourly rates provide no yardstick for contingent percentage fees.

59.  The Restatement (Third) of the Law Governing Lmyers‘ contains two

-

arrangements in general and § 35 focusing specifically on contingent fees. Section 34
pro\;ides that “[tJhe percentage in a contingent-fee contract should be compared to
percentages commonly us‘e,d in similar representations for similar services,” and that
events occurring after a percentage is .s’;etS “such as’ a high recovery, do not make
unreasonable an agreement that was reasonable when made.” Restatement (Third) of the
Law Governing Lawyers § 34 cmt. c. (2000-2002). Section 35 allows judges to find
contingent fees unreasonable only when there is “a defect in the calculation of risk” or
when “the percentage rate is excessive or the base against which the perc-entage is applied
is excessive or otherwise unreasonable.” Restatement (Third) of the Law Governing
Lawyers § 35 cmt. c. Neither § 34 nor § 35 establishes the hourly rate as the standt&;rd for
assessing the reaspnableness of contingent percentage fees.

60. In sum, existing ethics rules do not require judges ﬁc measure the
reasonableness of contingent fees by calculating lawyers’ effective hourly rates. The

tendency to do so reflects nothing more than the fact that today’s lawyers came of age at
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a time when hourly billing was widespread. As contingent fees and other forms of value-
based billing become more popular, lawyers will find it increasingly natural to gauge
reasonableness in terms of risks and rewards. At some point, those who persist in

identifying the hourly rate as the gold standard may come to seem quaint.

I hereby declare on penalty of perjury that the foregoing is true and correct.

o/ zg@ - W

ate Charles Silver
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-ESTATE OF HELEN H. LADEWIG, on behalf No. TX 97-00075
of itself and the class of all persons in the State
of Arizona who, during any one of the years
1986 to 1989 paid income taxes to the State of
Arizona on dividends paid by corporations DECLARATION OF RANDALL D.
whose principal business was not attributable to WILKINS
Arizona, et al., _

. (Assigned to the Honorable

Plaintiffs . Paul A. Katz)

V8.

ARIZONA DEPARTMENT OF REVENUE
and its Director, in his official capacity,

Defendants. ‘

RANDALL D. WILKINS hereby declares as follows:

1. - T am over 18 years of age and make this Declaration based upon personal
knowledge of the facts contained herein. v
2. [ am an attorney duly licensed to practice law in the State of Arizona and¥am a

member of the State Bar of Arizona, in good standing. .
3. I have served as co-counsel for the representative Plaintiff and the Plaintiff class

(“Plaintiffs”) in this action together with Paul V. Bonn, Esq. and D. Michael Hall, Esq. of the
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firm of Bonn & Wilkins, Chartered and with Eugene O. Duffy, Esq., of the law firm of O’Neil,
Cannon & Hollman, S.C. (collectively referred to as “Class Counsel”).

4, I have been involved in this litigation from the filing of the initial court action,
CV91-00125 (“Ladngg I’) and the filing of the class refund claim with the Department of
Revenue (the “Department”).

5. Messrs. Bonn, Hall, Duffy and I are also currently representing the Plaintiffs in

litigation known as Kerr v. Killian, which was initially commenced in 1991 against the

Department and was known as Kerr v. Waddell. 1 have been actively involved in the Kerr v.

1996)-(“Kerr II”). Following the decision in Kerr II, a new actlon was commenced, TX97=
00119 (consohdated) The Trial Court denied class certlﬁcatmn in that case. The denial of class
00-0023. .

7. On March 25, 1997, the named Plaintiffs in the Kerr litigation achieved a
favorable decision before the Arizona Board of Tax Appeals (the “Board”) for tax years 1985
to 1990, in which the Board ruled that Arizoné."s discriminatory tax on federal employees"
mandatory retirement contributions violated 4 U.S.C. § 111.

8. The Department subsequentiy conceded the illegality of the tax for said years
and began to pay refunds to some of the other similarly situated taxpayers who had filed timely
md1v1d.ua1 refund claims.

9. ~ Plaintiffs’ counsel thereafter applied for an injunction fmm the Arizona Tax |
Court enjoining the Department from, inter alia, dispersing refunds until Plaintiffs’ counsel’s
claim for a common fund attorney fee award could be determined. On or about December 5,
1997, Judge Cates enjoined the Department from making further refunds.

10. | On or about March 3, 1998, Judge Cates issued a written minute entfy ruling that

TTOBAN AFAVD-31-02 2
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the commen fund doctrine applied in that case, set a hearing on April 3, 1998, to determine the
amount of attorneys’ fees to be awarded to Plaintiffs’ counsel, and ordered the Department to
mail a copy of his ruling and order setting the hearing to each federal employee entitled to a
refund. Judge Cates thereafter recused himself, and the matter was assigned to Judge Sylvan
BroWn to preside over the fee hearing, which was held on April 3, 1998.

11. Atthe April 3, 1998 hearing on Plaintiffs’ counsel’s fee request, Judge Brown

questioned the Department’s standing to participate in the fee hearing, stating: ‘
Mr. Irvine, before you begin, I do have a question, and let me
preface it with the fact that I am going to listen to you and I'm
gcin(f_ to permit you to cross-examine, but I’m interested in what
standing the attorney general has to ap%ear and apparently
represent the people that you fought for eight years to keep from
getting any refunds and now represent them in saying that they
shouldn’t have to pay any attorney’s fees for the re%unds that
they got . . . But you fought the taxpayers of Arizona for eight
years to keep them from getting any money . . . Where do you
get standing now to represent them in saying that they should -
get the money you refused to give them which you could have
given them back in 1990 very simply without any trouble,
couldn’t you? |
A true and correct copy of the quoted excerpts of the Transcript of Proceedings, pp. 16-18, are
attached as Exhibit “1” hereto. * | "

12. On or about April 7, 1998, Judge Brown issued a written minute entry ruling in
which he awarded Plaintiffs’ counsel 20 percent of the common fund, and ordered the
Department to withhold 20 percent of the refunds it was paying and to also separately account
to Plaintiffs’ counsel for those funds. The order included the 26 refunds that the Department had
paid before Judge Cates issued his injunction which the Department paid out of State funds.

13. The Department thereafler appealed Judge Brown’s 20 percent award,

awarded were excessive, that the Court erred by not basing the award on counsel’s hours instead
of a percentage, and that the notice procedure used violated the taxpayeré’ due process rights. |
True and correct copies of the Tables of Contents éf the Department’s Opening and Reply Brief
filed in the Kerr /1] appeal are attached hereto as Exhibit “2”, 7 ;

TTO8AN AFANQ-31-02 3
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14. The Plaintiffs challenged the Department’s right to appeal, arguirig; inter alia,
that the Dcparﬁnﬁnt was not aggrieved by the Judgment and alsc that it had no standing to assert
the taxpayers’ due process rights.

15. The Department argued that governmental defendants have standing to challenge
common fund fee awards and also that the Department was aggrieved by the Judgment. True
and correct copies of the pages from the Department’s Reply Brief filed in Kerr III, in which the
Departmient set forth its standing arguments, are attached hereto as Exhibit “3”. The Court of
Appeals ruling in that case is found at 197 Ariz. 213, 3 P.3d 1113 (App. 2000) (Kerr III).

16. In‘conncction with the Kerrv. Killian litigation, the Department was represented
at all times by the Arizona Attorney General’s Office. The only attorneys at the Arizona
Attorney General’s Office who ever appeared in the litigation were Gail Boyd, Patrick Irvine,
Christine Cassetta and Scott Keiper. None of the counsel currently représenting the Department
in this case ever appéared as counsel of record in the Kerr v. Killian litigation.

17. The only attorneys whose names appear on the Department’s Opening Brief filed
in Kerr IIT are Grant Woods, Arizona Attoméy General and Patrick Irvine, Assistant Attorney
General. The Brief was signed by Patrick Irvine as Assistant Attorney General on November
25, 1998. _ '

18. The Department’s Replif Brief in Kerr III was filed with the Court of Appealsr
on March 26, 1999. The only attorneys whose names appear on the Department’s Reply Brief
are Janet Napolitano, Arizona Attorney Genéral, and Patrick Irvine, Assistant Attorney General.
The Brief was signed by Patrick Irvine as Assistant Attorney General on March 26, 1999.

19. Since the commencement of the Ladewig litigation in 199 1 The Department has
been represented at all times by the Arizona Attorney General’s Office. ; E

20. When the Department’s Answer was filed in Ladewig I on April 29, 1991, the
only attorneys whose names appeared on the Answer ‘were Grant Woods, Arizona Attorney
General, Gail H. Boyd and Patrick Irvine, Assistant Attorney Generals. Ms. Boyd retired several

years ago from the Arizona Attorney General’s Office. : '

TTTOBATA AFALIG-N 102 4
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21. Mr. Irvine and Ms'. Christine Cassetta are the only Assistant Attorney Generals
whose names are mentioned in the Arizona Court of Appeals’ and the Arizona Supreme Court’s
Opinion in the Ladewig litigation. ‘

22. Mr. Irvine represented the Department in the quéwig litigation from April 1991
until approximately January 2002, when he informed Class Counsel that Michael Kempner,
Assistant Attorney General, would be handling the matter. Prior to that time, Mr. Kemﬁner had
not appeared in the Ladewig litigation. |

23, | On several occasions, Mr. Kempner informed Eugene O. Duffy and myself thatr
he was not familiar with the background of the Ladewig case and could not comment on what
had occurred before he became involved.

24, During the course of the current Ladewig settlement negotiations in 2002, Lisa
Neuville, Assistant Attorney General, also appeared for the first time in this case on behalf of
the Department. |

- 25. During the course of the Ladewig settlement negotiations, both Ms. Neuville and
Mr. Kempner represented to Class Counsel that they did not have any prior experience in class
action lﬁroceedings. '

26; On or about October 10, 2002, Class Counsel learned that the Director of the
Department of Revenue, Mark Killian, appeared on KAET Television’s Horizon program to:
discuss the Ladewig case. In the course of the interview, Director Killian was specifically asked

about Class Counsel’s 12% fee request and he admitted that 12% was fair:

Moderator: $30 to $40 million in attorneys’ fees. Do I understand this
. correctly?

Killian: That’s correct. T .

Moderator: Is that under advisement by the judge?

Killian: The mediator between the state and the plaintiff’s attorneys

has made a recommendation of not more than 12% on the
attorneys fees. And that’s something that the judge will have to
decide whether he wants to accept. In other types of cases,
class action lawsuits, you’ve seen payouts being as Eigh as 33%.

TIG8OI AFAVIG-31-0Z S
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So from a fiduciary standpoint, we think 12% is fair, butwe’re
oing to leave it up to the judge to decide whether he wants to
‘lower that or not.

Moderator: Because that sum, whatever that sum may be, is deducted actually
from the corpus of the refund amount, roughly $350 million?

Killian: That’s correct. The administration and the legal fees come out of
that $350 million. )

A true and correct copy of the transcript of the Horizon program, downloaded from |
KAET’s Website, is attached hereto as Exhibit “4” and a true and correct copy of the videotape |
of the program is attached to the Court’s copy (only) as Exhibit “5.” A copy of the tape has
already been provided to the Department. |

27.  Uponconfirming the Director’s binding admission, Class Counsel made written

demand on both the Department and the éfttorney General that they cease any further efforts to

denying a claim that has already been concédcd, citing James Cooke & Hobson, Inc. v. Lake
Havasu Plumbing & Fire Protection, 177 Ariz. 316, 868 P.2d 329, 334 (1993) (attorney violates
Rule 11 by denying a claim without a valid reason.) A true and correct copy Df’ Class Counsel’s
letter of October 16, 2002, is attached hereto as Exhibit “6.” | |

28. On October 17,2002, the Department’s attorneys responded to Class Counsel’s
letter, refusing to drop their interference. A true and correct copy of the Department’s counsel’s
response letter is attached hereto as Exhibit “1.7

29. Eugene O. t)uﬂ'y, one of the Class Counsel in this case, served as a fairness |
expert in the Bailey tax refund litigation in North Carolina, and Mr. Duffy is very familiar with |
the facts and procedure of that case. Mr. Duffy has concluded that the arguments the
Department made both in the mediation and in its recent Motion bear a stnlcmg similarity fo the
whom the Department’s counsel appear to have consulted.

30. In connection with the mediation, Eugene O. Duffy and myself interviewed

Michael I. Spiegel, Esq., who was the lead counsel in the Petroleum antitrust case in which the
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Arizona Attorney General participated as co-class counsel in a common fund recovery. We
learned from our interview that class counsel in that case required, as a term of the settlement,
that the defendants would have no say in the common fund attorneys’ fee award.
31. | I declare under penalty of perjury that the foregoing is true and correct.
DATED this 3| day of October, 2002.

Randall D, Wilkins
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IN THE SUPERIOR COURT OF THE STATE OF ARIZONA

—

IN AND FOR THE COUNTY OF MARICOPA

CLARK J. KERR, et al.,

Applicant, )
vs. No. TX 97-00119
MARK W. KILLIAN, et al.,

Respondent.

o M Bt St Vtt? W’ o Nt Wil Wit

Phoenix, Arizona
April 3, 1998

BEFORE: THE HONORABLE I. SYLVAN BROWN
Retired Superior Court Judge

Deanna Sanborn, RPR HEUTZENROEDER & ASSOCIATES
Court Reporter 2333 North Third Street
Phoenix, Arizona 85004
{602) 253-0181
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We think the 20 percent requested should be
awarded and I point out too, your Honor, there does not
appear to be any competent evidence in ﬁha record to support
a material reduction. We request, therefore, that the Court
grant the 20 percent.

I and my co-counsel are willing and preparedzto
answer any questions you may hafe or may think appropriate
including under cath, sir. And at this time and if the
Court doesn't have any questions, we would liké at this time
to offer some live expert testimony from Gerald Strick.

THE COURT: You can proceed.

MR. BONN: Thank you, sir.

MR. WILKINS: I'm Randall Wilkins on behalf of the
plaintiffs. 1I'd call at this time Gerald Strick. ‘

THE COURT: Wait a minute. I'm sorry. Why don't
you have a seat in the juiy_bcx. You made opening
statements and I didn't give -Mr. Irvine a chance. Why don't
you have a seat for a minute and we will see if Mr. Irvine
wants to give an opening.

Mr . Irvine, piease, I'm sorxry. 1 aﬁologizei
MR. IRVINE; Thank you, your Homor. |

THE COURT: Mr. Ir#ine, before you begin, I do have
a question, and let me preface it with the fact that I am

going to listen to you and I'm going to permit you to

cross-examine, but I'm interested in what standing the

HEUTZENROEDER & ASSOCIATES
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attorney general has to appear and apparently represent the

people that you fought for eight years to keep from getting

any refunds and now represent them in saying that they

shouldn't have to pay any attorney's fees for the refunds

that they got.

MR. IRVINE: Well, yéur Honor, I'm always here

representing the taxpayers of Arizona. Sometimes it's a

larger group than others.

THE COURT: But you fought the Eaxpayérs of Arizona

for eight years to keep them from getting any money.

MR. IRVINE: That's correct, your Honor.

THE COURT: Where do you get standing now to

represent them in saying that they should get the money you

refused to give them which you could have given them back in

1990 very simply without any trouble, couldn't you?

MR. IRVINE: Your Honor, we don't claim to

represent any of those individual people. The Department

does have a strong interest in protecting the integrity of

the tax process, the tax refund process, and the authorities

cited to you as showing that the holder of a common fund

does not have standing, generally do not involve government.

I can give you a citatien. This is actually a

case which the plaintiffs have cited in their own pleadings

and that's how I found it. It's Swedish Hospital '

Corporation vs. Shalela, 1 Federal 3rd, 1261D,

HEUTZENROEDER & ASSOCIATES

circuit 1993.
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Footnote one, which points out ;hat the government does have
standing in cases where there's a claim of a common fund
that the government has and in that footnote as cited, other
District of Cslﬁmbié circuit cases as well as a Fourth
Circuit decision and a Ninth Circuit decision. |

The Ninth circuit decision refers to it as
ancillary standing. Certainly here where the order was that
the Court would hear any interested party, the Department is

certainly interested.

HEUTZENROEDER & ASSOCIATES
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SUSAN MORAN, STEVE ALLEN and JOHN UDALL, individually
and as representatives of the class comprised of federal employees
who paid Arizona income taxes on federal retirement contributions

'during one or more of the years 1984 to date,

Plaintiffs-Appellees, N
V. V

MARK J. KILLIAN, in his capacity as Director of the Arizona
Department of Revenue, the ARIZONA DEPARTMENT OF
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Brief. There is no new information and Attorneys merely seek to reai-gue the
point,
In any event, it is plain that the Departmént is aggrieveﬁ by the Judgment
- because it directly impos»es financial liabilities and obligations on it, See
ReSpc;nse to Motion to Dismiss, attached as Appendix B to Attorneys’ A;:xswering

Brief. Attorneys’ argument should be rejected.

III. THE DEPARTMENT HAS STANDING TO CHALLENGE THE
AWARD OF FEES.! :

Attorneys argue that the Department has ndstanding to challenge the "a;ward
of fees because the money at issue does not belong to it. The award of fees ﬁoﬁ a
common fund plainly and directly affects the 'Departmezit because it ieads to
. liébility for certain refunds and imposes significant costs on the Department for
providing the inevitable and mandatory notice to all taxpayers entitled to refunds.
Moreover, the generally accepted rule is that a gévemmental defendant has

- standing to challenge common fund fee awards.

' The Answering Brief lumps together the standing and the party “aggrieved”
issues; but the issues are legally distinct. Attorneys’ reargument of the
“aggrieved” issue on pages. 16, 17, 19, 22, 23 and 25 of their brief should be
disregarded for purposes of the standing issue.

3




In Kuhnlein v. Department of Revenue, 662 S0.2d 309 (Fla, 1995), the
Supreme Court of Florida rejected the argument that the State lacked standing to
challenge a fee award in a tax refund case, stating:

In class actions that result in the creation of a common fund the
interest of class counsel in obtaining fees is adverse to interests
of the class. Class counsel’s role in these cases essentially
changes from one of fiduciary for the class to claimant against
the clients’ fund created for the clients’ benefit. Accordingly,
class counsel is not in a position to effectively represent the
interests of the class in respect to the assessment of attorney
fees and costs.

It is self-evident, however, that the State has an interest in
protecting its citizens from excessive fees or costs which would
diminish the amount of the tax refund they are entitled to
receive from the common fund in this case. We conclude that
this interest provides an adequate basis for standing and that
the Attorney General is the proper representative of that
interest. -

662 So0.2d at 311 (citations omitted). This recognition that the government has
standing 111 a common fund case has been uniformly recognized by the federal
courts. Swedish Hos;;ital Corp. v. szglala, 1F.3d 1261, 1265 n.1 (D.C. Cu'
1993); Jackson v. U.S.; 881 F.2d 707, 710-11 (9th Cir. 1989); Freeman v. Ryan,,

| 408 F.2d 1204, 1205-06 (D.C.Cir. 1968) (“Wg thmlc it is one aspect of the intereét
of Govemment officials in ther programs they administer, an in;:er’est that is not to

be narrowly and technically confined so as to limit presentation to courts of issues

~



they congider to have significance in terms of their overall responéibilities as
public oﬁcials.’;)a |

Attcfnefs’ implication that Jackson is somehow inccnéistegnt with Swedish
Hospiz‘ai and Freeman, Aﬁswering Brief at 25 n. 10, reads more into the Swedish
Hospital footnote than is really there. Inall three cases, government standing was
recognized. Mcregver? the fﬁotﬁote qugs_tioned standing “once the fund has been
established and the government has surrendered all control c'\;*er it” 1 F.3dat
1265 n.1. In that case the government paid the money into a settlement fund. In
this case, the oniy “fund” liable are the general assets of the State and the State
remains liable té taxpayers entitled to refunds.

The two common fund cases cited by Attorneys, Brown v. Phillips
Petroleum Co., 838 F.2d 451 (10th Cu‘ 1988) and Schmidt v. Apple Valley H,ea'lth
Care Center, Inc., 469 N.W.2d 349 (Minn. App. 1990), involved only i:arivate
defendants. They are unhelpful in the context of a;, governmental defendant that
has a specific and continuing rela;ioﬁship with taxpayers whose refunds are being
assessed attorneys’ fees. The other case Attorneys cite, Niles v. City of San’
Rgfael,‘ 116 Cal.Rptr. 733 (App. 1974), is not a common fund case at all.

133 Ariz. 99, 101, 649 P.2d 978, 980 (1982), recognized that standing in the

5
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Arizona courts is not constitutionally required, but “solely a matter of judicial

réstraint,"’ Given that fee awards from a’commoﬁ fund of taxpayer refunds is an

j issue jof great public importance that is likely to recur, Sears v. Hull, 192 Ariz. 65,.
71,961 P.2d 1013, 1019 (1998), the standing laf thé bepartrnént should be

) accepted. |

Even more on point, B Bar Enterprises recognized that a party may have ‘

standing to protect the constitutional rights of a third person if (1) the party has a

# substantial relationship to the third person, (2) the third person must be unable to

assert the constitutional right on his or her own behalf, and (3) the failure to grant

fﬁﬁé the party standing must result in a dilution of the third person’s constitutional
. rights. Each of these factors is present here. |

First, as the Supreme Court of Florida noted in Kuhnlein, “the State has an
interest in protecting its citizens from excessive feés or costs which would

diminish the amount of the tax refunds they are entitled to receive.” 662 So.2d at

311. Each year the proper tax liability of each taxpayer is of substantial concern

)

to both the Department and the taxpayers. Attorneys’ connection with any of

T T

these taxpayers is temporary and slight. The Department’s relationship as an

agency of the State of Arizona with each taxpayer is substantial and continuing.




~ Second, Attorneys essentially concede that no taxpayer will challenge their-

fee; claim when ghey argue that the small size of the refunds at issue means
taxpayers will -ﬁot be able to pursue their claims. Answering Briefat 54. If the
average refund is only ébcut $60§, the airerage fee claim must be only about $120,
20% of ﬁat amount. The cost of intervention, as well as the real possibility of |
Attorneys asserting a claim for costs and fees against any intervenor, effectively
pféclude any taxpayer from entering the lit-igation merely to dispute the fee claim.

Third, and for similar reasons, if the Department is not recognized as having |
standing to raise iésues relating to common funds taxpayers will not only suffer a
dilution of their constitutional rights, but any ﬁghts will be elirﬁina;tedg Indeed,
because the court must act as a fiduciary for the taxpayers whose refunds
Attorneys claim, Court Ordered Attorney Fees, 108 FR.D. 237 (3rd Cir. 1985),
the courts should encourage the Department té raise any issue that will assist the
courts in carrying out that fiduciary duty. For this—réason; even the Department’s
claim that the award violates the due process rights of the t;';lxpayers should be
considered by the Court, because i;he courts have a fiduciary duty to protect 'ali.,the
rights of the taxpayers.

Attorneys’ reliance on Hadrath v. Langne’cker; 121 Ariz. 606,592 P.2d

1262 (1979) is misplaced. In that case, the appellant challenged a statute
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gcvemir;é adoptions, claiming that the statute deprived natural fathers of due
process. The CO;II’t noted, however, that his role in the adoption wa; that of an
acicptive father, and that “we consider f:he adoption order to be a legal benefit to
him, one for which he himself petitioned, and‘ one -which gave him all thev legal
rights; and benefits of a parent.” Id. at 60?, 592 P.2d at 1265. In the present case
the award of fees from a common fund certainly does not benefit the Department
Aand the Department did not seek it. Moreover, the direct harms to jthé Department
from costs of giving notice and liability for certain refunds flow directly from the
common fund determination that the Department has challenged from the
. beginning. Hadrath is simply not on ptoixit.
Attorneys’ claim that the appeal should be dismissed Eecause the

Department lacks standing should be rejected.

IV. AN AWARD OF FEES FROM A COMMON FUND IS NOT
APPROPRIATE UNDER THE FACTS OF THIS CASE.

Attorneys raise issues that are not before the Court. Answering Brief at 26-
30. The Department does not challenge the existence of the common fund o
doctrine, nor does the Department argue that common fund fee é.wards are never
- appropriate in any type of tax case. The issue here is whether an income tax

refund case can ever give rise to a common fund, and, most particularly, whether

8
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»> Michael: Tonight on "Herizon," you might have an extra tax refund coming,
hundreds of thousands of Arizona taxpayers will share in a multi-million dollar
settlement.

>»> Plus, caring for our elderly population. We speak with a Mesa famiiy who
shared their story for a naticnal PBS documentary and we'll tell you where you

. can get resources and information.

\r‘f

»>>> Good evening, I'm Micheel Gran

>>> First tonight, @ federal appeals court is upholding Arizona's law reguiring
minors to get parental consent to have an abortion. The 9th U.S. Circuit Court
of Appeals today upheld how the state deals with cases in which a girl wants to
have sn abortion but does not get permission from @ parent or guardian.
Opponents had argued that the process violates a girl's privacy .rights.

>>> The State Department of Revenue has stiérted notifying more than &00,000
Arizona taxpayers they may be due a refund from the proposed settlement of a
class action lawsuit. That case stems from income taxes paid on dividends
received from the out of state corporations in the late 1980s. An Arizona law
exempted dividends from the state income tax if the corporation paying the
d;v;aend did more than half its business within AriZEﬂe. Arizcna repealed that

2 The case is 1mpe:tent for the state and its taxpeyezs_ﬁg: a couple of reasons.
Here to talk about that and some of the logistics involved in filing a2 claim for
the refund, is Mark Killian. He is the Director of the Arizona Department of
Revenue. Mark, it's good to see you again. )

»>> Mark Killian: Glad to be here.
>> Michael: This statute gees back gquite a ways; right?.

»>> Mark: It's been on the books many, many vears. It was put on the books in
1933, For whatever reason, I guess coming out of the depression, the legislature
felt that it needed to give maybe in-state corporations a boost, an incentive
for Arizonans to invest in in-state corporations. It was modified in the '70s,
but late 1889, '80, the legislature went through the s;mpllfleatlen process on
taxes, and we did away with schedule A, which this was listed on. As & result of
that, we changed the law and it went away.

»> Michael: Held unconstitutional by the State Supreme Court; correct?

>> Mark: That's correct. Well, originally, a case just like this, in 1935 went
to the U.S. Supreme Court:. It was a South Carolina case. And it was ruled
constitutional, that it didn't violate the commeérce clause. All of these many
years, the state, the department has always felt that it had a strong case in
defending this particular statute, but after the legislature repealed this, the
lawyers for Mrs. Ladwin came to the Department and wanted refunds, and they
wanted us to do a class, cert a class, which we couldn't do and wouldn't do
because it had never been done far income taxes. It ended up in thé courts. The
tax court ruled against us on the merits, and at that time, there was some
federal cases that were similar that ruled the same way, so0 we gave up on the

- merits of the case, but we didn't give up on the issue of class action. And we

appealed that. The appeals court agreed with us and said there shouldn't be
class action suits in income tax cases and then last summer, the -- or a year



ago last summer, Arizona Supreme Court basically said, sorry, we're going to
have class action lawsuits. The problem with that in that decision, they changed
75.yéars of juries prudence, administrative tax law and made a huge change in
Arizona tax policy. '

>> Michael: It clearly ups the ante. The counter argument 1s that it keeps the
. State more honest in terms of being absolutely certain that the taxes that it's
levying are appropriate, lawful, constitutional. Any counter balancing benefit
in thatj

>> Mark: No, I den't think so. I think that happens anyway. You can :hallénge
the constitutionality of a tax statute without asserting a class. That's
happened before. For whatever reason, for all of those many years, the State,
the courts, the law has always been there isn't & class action, but the Supreme
Court changed that.

>> Michael: Right.

»» Mark: In effect, what they did is created a huge wealth transfer within the
State. That's the argument that people don't talk about tes much. All of that
money comes out of the general fund, so the average taxpayer is going to help
pay back those refunds that typlcally are going to go to 2 more wealthier class
of taxpayers.

>> Michael: Just because of the passage of time, there is a generational aspect
invelved in the thing. It goes back 15, 17 years or so to the start of it.

>> Michael: Let's talk about the mechanics of it. This is a massive undertaking,
both in terms -- because you are having to reach back into the 1980s, as well as
just the scope, pbreadth of people involved.

>3 Mark: This is the biggest project our department has ever had to do. We're
trying to find 650 to 700,000 taxpayers. There's many things that complicate
that. First of all, over this time people have died so we have to find their
estates. People have moved out of the state. We've got to. find them. We in
Maricopa County have the highest divorce rate of any ccunty in the country. As a
result of that, as a complicating factor, we've got to find pecple who have
split - their families. We have to contact banks and trusts and companies that
handle assets for people to help them find their clients that may be due
refunds. This is a huge prjEEt So just the tlme in gétt;ng this done'is gc;ng

- sant out to the taxpaye:s

>> Michael: Do you start with the address that was on the 1989 tax return? Is
that the most logical starting spot or not?

¥
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>> Mark: Well, yes, you do that. We do get some information on from the:IRS. We
do share information and we can look on their tapes to see what they have.
That's where you start. And then you send those notices out. We alsoc put notices
in the newspapers, and hopefully people that have moved out of state or have
relatives that they think they might have claim teo this will centact us, and we
will put a notice out through all of the departments of revenue through all of
the country where they can link to the Arizona Department of Revenue's Web site
so people who want to know if they are eligible can contact us and get
information to us.

v



>> Michael: Se, yeah, we've been talking about the department's outreach effort.
There is also an ability to tie in either to the Web site or I assume by
telephone or whatever, you can give the particulars and get information back
about no, you're dad didn't pay this tax or whatever the case might be?

»5 Mark: Absolutely, if you've got a guestion, call the department. Go to a Web
site. Tomorrow there'll be a Web site up or a site on our Web site for the
Ladwin case. It's got freguently asked guestions, people to contact if you've
got concerns or gquestions. That's the other aspect of this that we're trying to
do. Even though the department lost this case, the state lost this case, we now
are charged with helping the taxpayers get this money back as quickly as we can
and the most taxpayer friendly aspect as we can. We spend time trying to figure
out how to reach out and help make this-as less difficult as we can, ’
particularly in the discussions with plaintiffs and how we tried to structure
the settlement. I think we've done it in such a way that it'll make it easier
for the taxpayers to get their money back. ‘ ‘

»>> Michael: We have put 2 link on our Web site to your Web site.

>> Michael: The timing of it, I mean, obviocusly, we talked about the logistics.
It will take & while to work this out. What is the earliest that the checks
actually would be moving on this? '

>> Mark: I'm glad you asked that guestion. It was reported on one cf the TV
channels last night that the checks will be in the mail in time for Christmas.
Not hardly. The soonest we think checks will bé going out will be the fall of
'04, and again, it s just the massive amount of time it's gcing to take us to ge
lnfc:matlcn, gettlng some Qf thé old datsa reconstructed Qﬁiéﬁ we're gclng ta
have to do. Some of that data is on old degraded microfiche that has to be
digitized. -The soonest we can get maney out the door is the fall of '04.

>> Michael: Is there a function that it waulﬁ be good to put these checks off a
little bit for the state budget?

»» Mark: As we talkéd to the plaintiff attorneys about when we could pay this
out, they were very concerned about the impact on the state budget. And they
raised that as an issue. For us, that was & concern, but from & practical
standpoint, from an administrative standpoint, we didn't see how we could
possibly get money out the door this fiscal year. There'll be some money
expended this fiscal year in administrative costs. Again, just the sheer effort
to go through and check the records and verify and find all of the information
and find the people takes time, and one time -- and at one time during all of
the negotiations we thought it may take us an add;t;cnal 500 people to do all of
this work, but that's been pared down, and we think we're going to get done in a
reasonable amount of time. :

A
>> Michael: 530 to 540 million in attorneys' fees. Do I understand this
correctly?

»> Mark: That's correct.
>>» Michael: Is that under advisement by the judge?
»> Mark: The mediator between the state and plaintiff's attorneys has made a

recommendation of not more than 12% on the attorneys fees. And that's something
that the judge will have to decide whether he wants to accept. In other types of



cases, class action lawsuits, you've seen payouts being as high as 33%. So from
a fiduciary standpoint, we think 12% is fair, but we're going to leave it up to
the judge to ‘decide whether he wants to lower that or not.

.»> Michael: Because that sum, whatever that sum may be, is deducted actually
from the corpus of the refund amcunt, roughly $350 million?

»> Mark: That's ccr:e:t The adminlstrat;an and the legal fees come out of that
$350 millioen.

»> Michael: All right. Department of Revenue Director, Mark Killian, thank you
. .very much for the information. Best of luck with the assignment. :
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File No. 8032-04

October 16, 2002

Janet A. Napolitano, Attorney General
Office of the Aftc;méy General

1275 West Washington

Phoenix, AZ 85007

(9

Re:  Estate of Helen Ladewig v. Arizona Department of Revenue
Dear Attorney General:

This letter supplements my letter of October 9, 2002, to Michael Kempner (which was
copied to you) concerning this matter. Recent events dictate that I communicate directly
with you as the attorney ultimately responsible for the actions of your office in this case.
Enclosed with this letter, please find a videotape of Director Killian’s appearance on the
Horizon television program, which aired on the local Phoenix PBS Affiliate, KAET, last
Wednesday evening. Your client, Mr. Killian, was on the program to discuss this case.

As reflected on the tape, Director Killian, was specifically asked about our fee request
and admitted that our request for a 12% fee award in this case is fair: “So from a fiduciary
dispute between your client and us pertaining to our pending fee request. As a result, the
assertion underlying your pending Motion — that the Department of Revenue needs to
review all supplementary evidence including time records and expenses before it can .
adequately respond to Class Counsel’s Motion for a 12% fee award — is false. There is no
legitimate reason for your office to contest this issue further. Accordingly, I renew my
demand that your office immediately withdraw your Motion before we incur any further time
and expense, including additional expert witness fees, in responding to your Motion.

TEEIANAFNI 0153



Janet A. Napolitano, Té;ttomey. General
Octobér 16, 2002
Page 2

I also caution that if you persist in pursuing your Motion, you will not be able to avoid
Rule 11 sanctions by subsequently resorting to the assertion of a hypertechnical justification
for the Motion. Given the clarity of your client’s admission that 12% represents a fair fee
in this case, any such assertion by you would be “unreasonable” under Rule 11. I would
refer you to a case you handled, James, Cooke & Hobson, Inc. v. Lake Havasu PanEzng &
Fire Protection, 177 Ariz. 316, 868 P.2d 329, 333 (App. 1993), for my authority. You are
undoubtedly familiar with the law in this a—ga

Finally, I just learned that the Department has posted your office’s frivolous Motion
on their website. I do not know if this was intentional or inadvertent. However, we hereby
demand that the frivolous Motion be removed from the website immediately. If the -
Department fails to remove it by 4:00 p.m. tomorrow, we will be required to.post this letter,
our prior letters to your office concerning the attorney fee and ethical issues, and former
Chief Justice Zlaket’s report, when finalized, on our website to clarify the record for our
clients and inform them of the true facts and corre::t legal principles applicable in this case.
Hopefully, that will not be necessary.

In the enclosed videotaped intewiew, your client acknowledges the constructive role
" our firm has played in achieving a settlement. After all the time we spent working on a
settlement that benefits everyone — the class members, the Deparnneni and the State — I
must tell you that I expect more caoperatmn and professionalism than we are now receiving
from your oﬁ?ce

Paul V. Boon

Enclosure .

cc: Michael Kempner, Esq. (w/enclagure)
‘Thomas Prose, Esq. (w/enclosure) :
Randall D. Wilkins, Esq. (w/o enclosure)
Eugene O. Duffy, Esq. (w/o enclosure)

D. Michael Hall, Esq. (w/o enclosure)
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JANET MNAPOLITANO
ATTORNEY GENERAL

Paul V. Bonn, Esq.

Bonn & Wilkins, Chartered

805 North Second Street
Phoenix, Arizona 85004

~  Re: Estate of HelenvLadewig v. Arizona Department of Revenue

Dear Mr. Bonn:
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STATE OF ARIZONA
OFFICE OF THE ATTORNEY (GENERAL

1275 WEST WASHINGTON, PHOENIX, AZ, 85007-2926

October 17, 2002

Main PHONE : (602) 542-5025

FACSIMILE ; (602) 542-4085
Direct Line: 542-7667

Fax: 542-1964

We are in receipt of your letters concerning the above referenced matter. We and the
Department believe that our motion filed in this case was accurate and appropriate. The Tax Court
held a conference with the parties on October 10, 2002 to discuss a procedure to resolve the pending
motions. At that conference the Court set a briefing schedule. Once the briefing is complete, the
Court should be able to resolve the issues.

cc: Steve Shiffrin, ADOR

Sincerely,

- f-;g‘

O
THOMAS PROSE

Chief Assistant Attorney General



